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CORPORATE PROFILE 

K mart Corporation is the world’s second-largest retailer in sales volume. The company’s 
principal business is general-merchandise retailing. As of January 30,1985, the company operated 
a total of2,400 general merchandise and 1,120 specialty retail stores in the United States, Canada 
and Puerto Rico. 

General Merchandise 

The major portion of the company’s business includes K mart discount department stores, 

Kresge variety and Jupiter limited-line discount stores. These stores, with different levels and types of 
merchandise assortment, offer high-quality products at low prices. 

In addition, the company has several important equity interests in companies operating in the 
United States and internationally. These equity interests include K mart’s footwear departments in the 
United States, operated by the Meldisco subsidiaries of Melville Corporation, and interests or affiliations 
in Australia, Mexico and Japan. K mart Insurance Services, Inc., a wholly owned subsidiary, primarily 
underwrites and markets insurance. 

Specialty Operations 

Specialty retailing includes the following separate operations: 

♦ Furr’s Cafeterias, Inc. and Bishop Buffets, Inc. operate cafeteria chains in the southwestern, 
midwestem and western United States. Furr’s and Bishop offer high-quality food at moderate 
prices. 

♦ Designer Depot stores provide off-price fashion apparel. 

♦ Walden Book Company, Inc. is the nation’s largest retail bookstore chain. This acquisition was 
completed on August 9,1984. 

♦ Builders Square, Inc. (formerly Home Centers of America, Inc.), acquired on September 27, 
1984, is targeted at the growing do-it-yourself home improvement market. Builders Square 
operates warehouse-type retail discount stores. 

♦ Pay Less Drug Stores Northwest, Inc., the company’s most recent acquisition, is one of 
the nation’s largest retail drug chains. This acquisition is expected to be completed on 
March 29,1985. 



On the cover: "Time Myth," by Detroiter John Piet, dominates a large courtyard at K mart 
International Headquarters in Troy, Michigan. The massive sculpture, compounded by the ever'changing 
shadows and reflections it casts, harmonizes with the change and growth in K mart Corporation. 


Cover photograph by David T. Hurd, K mart Corporation Photographic Department 
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FINANCIAL HIGHLIGHTS 


(Dollars in millions except per-share data) 


1984 

1983 

Sales 

$21,095.9 

$18,597.9 

Net Income 

$ 

499.1 

$ 492.3 

Per Common Share 




Net Income 

$ 

3.84 

$ 3.80 

Cash Dividends Declared 

$ 

1.24 

$ 1.08 

Book Value 

$ 

25.87 

$ 23.35 

Capital Expenditures-Owned Assets 

$ 

621.7 

$ 367.9 

Depreciation and Amortization-Owned Assets 

$ 

202.6 

$ 167.8 

Employee Compensation and Benefits 

$ 

3,223.2 

$ 2,891.2 

Per Sales Dollar 


15.28% 

15.55% 

General Merchandise Stores 


2,400 

2,370 

Specialty Retail Stores 


1,120 

177 
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TO OUR SHAREHOLDERS: 

In 1984, total sales of K mart Corporation for the 53-week fiscal year were $21.1 billion. This 
represented an increase of 13.4% over the $18.6 billion generated in 1983 during a 
52-week fiscal year. Net income for 1984 was $499.1 million, an increase of 1.4% over the 
$492.3 million earned in 1983. Earnings per common and common equivalent share 
in 1984 were $3.84 versus $3.80 last year. 

For the fourth quarter of 1984 (a 14-week period), total sales were $6.9 billion, an 
increase of 21.6% over the $5.7 billion generated in the 13 weeks of fourth-quarter 1933. 

Net income for the quarter was $204.3 million, a decrease of 17.8% from the record 
$248.6 million earned in the fourth quarter of last year. Earnings per common and 
common equivalent share for the fourth quarter were $1.57, compared with $1.91 in 1983. 

The Retail Environment at Year End 

The competitive environment for retail sales in December and January was the most 
intense in memory. The entire retail industry had prepared for sales much greater than 
actually materialized. While consumers were in the mood to buy, all retailers offered 
unprecedented discounts. In this environment, spectacular price reductions dwarfed normal 
clearance markdowns within the industry. K mart Corporation had relatively small 
overstocks from the Christmas season; however, we took abnormal price reductions to move 
this merchandise. At the same time, we recognized that our aggressive program to expand 
assortments in certain categories and to edit assortments in others resulted in a somewhat 
higher than normal level of discontinued inventory to sell at the end of the fourth quarter. 

In a more typical, less competitive selling environment, discontinued merchandise has been 
liquidated without the need for such severe pricing decisions. This year’s intense competitive 
situation required steeper price reductions than we anticipated. 

We are firmly convinced that our decision to start 1985 with fresh new assortments 
was proper. We do not anticipate similar severe markdown pressures in 1985, nor do we 
expect the general merchandise retail industry to be as overstocked as in the second half 
of 1984. 

Customer Response to New Programs 

The American consumer is responding exceptionally well to the new “K mart 
of the ’80s” with its broader offering of name brands, its larger assortment of higher-value 
goods and its contemporary presentation of merchandise. These major merchandising 
changes reinforce K mart’s national reputation as the price leader of the industry. 

At the outset of our new merchandising program we made two observations. The first 
was that the discount department store in the U.S. would become an even more appropriate 
place to shop for a wider selection of merchandise than in the past. K mart, of course, is the 
largest and leading player in that field. Our research indicates that American consumers will 
continue to be exceptionally value-conscious. This means that they want better-quality 
products, but they want them at low everyday prices. 


2/3 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 




Chain Store Age General Merchandise Trends, a leading trade magazine, said in its 
February 1985 edition, “This may be the year of the discount store. A comparison of 
responses from identical consumer surveys conducted by Chain Store Age/Better Homes and 
Gardens over the last two years shows that consumers dramatically increased their mentions 
of discount stores as the type of outlet in which they would make a wide range of hardlines 
and softlines purchases. Of 27 areas studied, discount stores received significantly higher 
mentions for 18, while slipping in just one.” 

Many of our new areas of emphasis confirm the Chain Store Age excerpt. Family 
apparel, especially fashion apparel for men and women, received strong acceptance inside 
K mart stores in 1984. The Kitchen Komer, Home Electronics Center, Home Care Center 
and Domestic Center areas of our stores are being recognized as the places to shop first for 
expanded offerings with a fashion emphasis. 

Our second observation was that we would focus on prompting current customers to 
buy a larger market basket of products. We are accomplishing that goal, and we have also 
attracted new customers in the process. Most gratifying is that these new customers tend to 
have higher household incomes. According to a national ongoing survey by Simmons, a 
leading consumer research firm, 23.3% of K mart’s customers in 1980 lived in households 
with incomes between $25,000 and $39,999. By the end of 1984, 28.1% of our customers 
had attained this income level. In fact, the proportion of our customers in this income group 
was higher than that represented in the total U.S. population. Even more important, in 1980 
only 8.3% of K mart’s customers came from households with annual incomes of $40,000 
or more. Today, 18.9% of our customers are from households with incomes at this level. 

Diversification 

K mart’s new diversification programs will provide a major source of future growth in 
sales and income, adding an important lift to our growth rates while providing substantial 
resources to our retail partners. 

During 1984, our strategic plan for diversification began to unfold quickly. The plan, 
which was approved by the Board of Directors in July, projects that approximately 85% of 
K mart Corporation’s total volume in 1989 will come from its general merchandise retail 
business (K mart stores in the U.S. and Canada), with the remaining revenues coming from 
specialty retail businesses. Our strategy is to invest exclusively in retailing. At this time, we 
believe a substantial investment outside our area of expertise would not be appropriate. 

Each potential investment will have certain common qualities. The company must 
have a proven track record in its field and a sound management team that will commit to 
remain at the helm of the business as an independent operating subsidiary of K mart 
Corporation. The business must be in a segment of retailing that will enjoy growth at a rate 
above that for retailing as a whole over the next seven to ten years. And finally, the 
management of any potential K mart subsidiary must enthusiastically endorse rapid physical 
expansion. The companies we have recently acquired all meet these requirements. 
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In August 1984, Waldenbooks became a wholly owned subsidiary of K mart 
Corporation. In 1984, Waldenbooks was the largest retailer of books in the U.S., with 898 
book stores at year end, including five prototype discount units. We expect to open some 70 
traditional Waldenbooks stores annually for the next five years, in both shopping centers and 
freestanding locations. We believe unusually high growth prospects exist for discount book 
stores located primarily in neighborhood strip centers and off-price shopping complexes. We 
also believe that Waldenbooks’ management and buying expertise will lead to a more 
profitable business for book departments inside K mart stores, where a major commitment 
has already been made. 

On September 27,1984, Builders Square (formerly Home Centers of America, Inc.) 
became a wholly owned subsidiary of K mart Corporation. This company operates large 
warehouse home centers within an industry that generated some $61 billion in sales last year. 
Real sales growth for the home improvement industry is projected well above that for 
retailing in general in the next several years. Though warehouse home centers cater to do-it- 
yourself Americans, their prices are so competitive that they draw a sizable portion of their 
business from the small building contractor. The combination of these two customers allows 
Builders Square to stock much broader and deeper categories of merchandise than is possible 
in a retail-only environment, while offering better service to the novice do-it-yourselfer than 
is generally found in the traditional contractor-oriented lumber yard. 

At the end of 1984, a total of 15 Builders Squares were open, including three new 
units in former K mart stores. This year, a minimum of 20 additional stores will open. 
Industry estimates indicate a capacity in the U.S. for approximately 400 of these high- 
volume retail locations by 1989. Builders Square anticipates operating at least 100 units by 
the end of the decade. 

On March 29,1985, Pay Less Drug Stores Northwest, Inc. will become a wholly 
owned subsidiary of K mart Corporation. Pay Less is one of the largest retail drug chains in 
the U.S. In 1984, Pay Less generated total sales of $924-8 million. At the end of the year 
there were 164 units in operation. Pay Less is considered an industry leader in the use of 
computer technology, innovative merchandising and sophisticated distribution. A recent 
Value Line report on the company said, “This stock would have received our highest year- 
ahead ranking if an offer weren’t pending (K mart’s friendly $27-per-share cash offer).” The 
report continued, “The company is completing its 14th consecutive year of double-digit 
earnings gains. We look for this stock to remain a winner in fiscal 1985. The 1984 store 
additions, the mini-units to open in 1985 (which reach the profit column quickly) and 
increased volume from the distribution center should boost company profits nearly 20%. 

“Pay Less’ store expansion program is accelerating. Such activity was modest during 
the 1981-83 period as the company assimilated the Pay Less California acquisition and 
trimmed its long-term debt. The expansion rate resumed in fiscal 1984 aided by the purchase 
of six stores from Pay ’N’ Save. The upcoming year should see about 30 openings, with 
15 super drug stores, several mini-stores and a few high-volume Value Giant deep 
discount outlets.” 
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Corporate Restructuring 

In December 1984, K mart Corporation announced a major management 
restructuring, which took effect on January 31, 1985. This restructuring was guided by 
several considerations. 

First, a diversified portfolio of businesses, each managed autonomously, required a 
different set of reporting relationships than was needed when general merchandise retailing 
was our sole business. 

Second, the U.S. K mart store division and the aggressive program to increase 
market share in existing units called for an expanded group of field and headquarters 
management. The restructuring included the creation of a sixth region, the Southwestern 
Region based in Dallas, as well as an increase in the number of district managers supervising 
K mart stores-from 188 in 1984 to 232 in 1985. 

To support the operations of K mart stores, we also designated an administrative 
division. A major function of this area is accelerated development of a point-of-sale system 
with scanner ring-up at the checkout registers. Every U.S. K mart will have the system well 
before the end of the decade. 

Finally, the reorganization put in place the executive team that will manage the 
corporation following retirement of today’s 
senior executive staff. The depth and 
dedication of K mart Corporation 
management was never so evident as when we 
chose the management team of the future. 
Even though our senior management has an 
average age of only 51, their average length of 
service with the company is 28 years. 

1985 and Beyond 

We have reason to expect that 1985 
will be a very good year. The U.S. economy is 
strong. Our new merchandising programs and 
presentations will be added to several hundred 
stores during the year. Our goal is to make 
each K mart store a fully enhanced, high- 
powered retailing unit by the end of 1986. Our 
specialty retailing activities are poised for 
strong growth in sales and earnings. The 
management team has new vigor and 
enthusiasm to make things happen. K mart 
Corporation is on the threshold of an exciting 
era of growth in sales, earnings and return on 
shareholders’ equity. 

March 13, 1985 

B. M. Fauber, Chairman of the Board 
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A K MART SPECIALTY: CUSTOMER SERVICE 

In five words or less, what does a general-merchandise retailer sell? American consumers once might have responded 
this way: 

Plain vanilla. 

Black socks. 

Gallon jugs of bubble bath. 

Not so today. Many K mart discount department stores boast imported chocolates, designer 
hosiery and numerous styles of VCRs, microwave ovens and fine gold jewelry. Americans shop K mart for 
discount-priced gourmet foods, best-selling novels, natural vitamins, motorized exercise treadmills and 
family portraits as well as one-hour photo processing. This summer, the Jaclyn Smith designer line of 
women’s fashions will debut exclusively in some 1,400 K marts. 

Over the years, at least one feature has remained constant. Today as much as ever before, K mart 
Corporation places the customer first. 

While K mart stores built their success on providing consumers with vast quantities of the most 
wanted merchandise, they have also acted as proving grounds for key product categories. 

Now K mart Corporation has applied its vast general knowledge of the business to specialty areas 
with the acquisition of several companies that each offer one product line. New K mart-owned 
companies market books, food away from home and supplies for building and home improvement. Inside 
K mart stores, financial services provide another dimension of economy and convenience for customers. 

Whatever the specialty, the K mart tradition prevails. Like the K mart stores themselves, all of 
the other operations market to wide audiences with particular focus on families. The ventures are all 
in the retail field, and each has great promise to mesh with consumer demand into the foreseeable future. 
In every business, customer service is the top priority for the well-trained staff. 

The vignettes that follow portray four key specialty operations of K mart Corporation. 
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BUILDERS SQUARE: NAILING DOWN A GROWING BUSINESS 

“I did it myself.” For some, those are words of pride; for others, sheer necessity. 

Increasingly, they refer to improvement and repair projects in the home. Today, more people 
than ever before are installing their own insulation and repairing their own plumbing. 

Home improvement was a $17.5 billion business in 1970, of which $6.5 billion was sold to 
do-it-yourselfers. Of the $61 billion notched by the industry in 1983, more than half, or $33 billion, 
represented sales to do-it-yourselfers. By 1990, the do-it-yourself segment will climb to 62% of a projected 
total market of $122 billion. 

In part, it is this demand that inspired K mart to look beyond the home care centers in many of 
its stores and study the concept of freestanding warehouse-style home improvement centers. The result 
was the 1984 unveiling of Builders Square, the 80,000-square-foot retail centers operated by K mart’s 
subsidiary of the same name. 

Builders Square attracts do-it-yourselfers and small contractors with wide selections, low'prices, 
professional service and convenient hours. 

National brands are prominent in the merchandise mix, which includes more than 35,000 
different items of lumber products, building materials, hardware, paint, plumbing and electrical supplies, 
garden and nursery material and furniture and seasonal goods. Among the hundreds of familiar names 
are Hunter, Stanley, Black and Decker, Croft, 

McCulloch, Moen, Kwikset, Glidden, Hoyne, 

Formby’s, Armstrong, General Electric, United 
States Gypsum, Melnor, Weyerhaeuser, Sylvania, 

Georgia Pacific, Rainbird and Milwaukee. 

Among the Builders Square staff are 
professional carpenters, roofers, building contractors, 
painters and other home improvement tradespeople. 

These employees advise do-it-yourselfers and 
contractors on techniques and problem-solving. 

Thev also handle services such as custom paint 
mixing, glass cutting and wire and lumber cutting. 

Builders Square is already open in Chicago, 

Tulsa and the Texas cities of Houston, San Antonio, 

Corpus Christi and Lubbock. At least 20 more units 
will open during 1985, and the company expects it 
will easily exceed 100 total units by the end of the 
decade. Within five years, sales from Builders 
Square should surpass $1 billion. 
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WALDENBOOKS: THE WORLD AT EYE LEVEL 

Popular pastimes come and go. But over the years reading has survived-even prospered-with tough competition, 
first from radio, movies and television and now from home video. 

Impressed with the performance and promise of Waldenbooks, K mart Corporation acquired 
the chain in August 1984. K mart views the book industry as a solid investment: currently, book sales 
in the U.S. total $11 billion per year and are rising at a rate above the average for the retail industry. 

Waldenbooks today is a departure from the simplicity of its namesake, Henry David Thoreau’s 
famous work Walden Pond. From a one-site book rental library in Connecticut a half-century ago, 
Waldenbooks has evolved into the only bookseller now in 50 states. 

Within an average space of 3,000 square feet, a Waldenbooks browser can drift into the fantasy- 
land of fiction and faraway continents or wake to the practical realities of buy ing houses or shaping up. 

A typical Waldenbooks store offers 25,000 titles in 100 categories, as well as magazines, 
audio tapes, video cassettes, computer software, bookmarks, bookplates and items created 
exclusively for Waldenbooks. Waldenbooks stores are conveniently located in malls, strip 
shopping centers and central business districts around the country. 

Waldenbooks prides itself on personal touches such as a special order system that gives 
customers access to any book in print. Members of the children’s Happy Birthday Club receive a 
birthday card with a discount coupon. In addition, special clubs appeal to readers of science 
fiction, romance and mystery with newsletters and savings on multiple purchases. 

In late 1984, Waldenbooks opened its first five discount book stores, called Reader’s 
Market, in New York and Connecticut. Reader’s Markets feature deep discounts on The 
New York Times bestsellers and provide services not offered in other discount book stores. 

The company expects to open 25 to 30 Reader’s Markets in 1985. 

Waldenbooks continues to flourish. Immediate plans are to expand the subsidiary 
by some 70 Waldenbooks units per year. By the end of the decade, Waldenbooks should 
contribute $1 billion annually to K mart Corporation consolidated sales. 
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FINANCIAL SERVICES: A NEW WAY TO SAVE 


Customers across the U.S. trust K mart for an endless assortment of goods every day. For 85 years, the company 
has cultivated a reputation for convenience, dependability, value and satisfaction. 

Response to these standards has been rewarding: more than 80% of Americans now shop K mart. 
And they keep coming back-largely because K mart sells what customers want. Based on market-by-market 
scrutiny, K mart makes room inside its stores for the new items with popular appeal. 

One such item is financial services. In 1982, K mart Corporation opened insurance centers 
inside several Texas K marts. Staffed by K mart Insurance Services, Inc., the facilities offer insurance for 
life, health, home and auto as well as Individual Retirement Accounts. 


Deicgulation of the banking industry earlier in the decade paved the way for K mart to introduce 
a competitively priced financial services program in its stores with no additional building costs. K mart’s 
built-in market of price-conscious customers means potentially high volume-which further favors consumers. 

The addition of financial services to K mart’s merchandise mix also means one less stop for busy 
customers, who already shop at K mart partly because it is close to home. 

Financial services complement many other 
products sold at K mart. A homeowner launching a 
do-it-yourself project may also want a home 
improvement loan. A customer who needs a new 
stove may also need financing. House-hunters may 
seek a real estate agent, followed by a mortgage loan 
and then homeowners’ insurance. 

On January 30,1985, insurance centers 
were open in 118 K mart stores. At 29 of those 
centers, customers may also apply for certificates of 
deposit and money market accounts. In addition, 
branches of one of the nation’s largest savings and 
loan associations are open in 10 San Diego K marts. 
Called Financial Marts, they offer money market 
accounts, Individual Retirement Accounts and 
savings certificates. 

During 1985, K mart will expand the 
existing programs as well as broaden the range of 
products to be offered by in-store branches of 
financial service providers through several pilot 
programs. Some of the financial service branches 
to be installed separately in selected stores include 
full-service banks, discount brokerage, 
consumer loan branches, mortgage lending 
units and real estate sales offices. 

Expansion of K mart’s financial 
service programs could take many directions, 
based on demand in each market. 

Financial services, principally insurance 

products, will be available in 275 stores by the end of 1985. Within five years, financial services t 
programs of varying dimensions could be in 1,000 K marts covering most of the United States. 
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FOOD AWAY FROM HOME: FLAVOR WITH A DASH OF THRIFT 


When both parents win the bread, who prepares it? With time at a premium today, many families frequently dine 
away from home. In 1983, Americans spent $144 billion to dine out, and the trend is expected to gain 
momentum through the 1980s. 

Dining out is a matter of convenience and fun. But most families must heed their wallets as well 
as satisfy their appetites. 

Two cafeteria chains-Furr’s and Bishop Buffets-meet the important requirements of 
wholesomeness and thrift. K mart Corporation acquired Furr’s Cafeterias, Inc. in 1980 and Bishop 
Buffets, Inc. in 1983. Furr’s 123 units are concentrated in the southwestern and far western United States, 
while Bishop primarily serves customers in the Midwest with 32 cafeterias. 

Founded in 1947 and 1920, respectively, Furr’s and Bishop are both dedicated to satisfying 
consumers with flavor, style, variety and economy. Menus and specials vary based on the tastes of each 

market, but standards of high quality are uniform 
throughout. 

Employees of Furr’s and Bishop work hard to 
see that dining out is a treat for their patrons-and 
they accomplish that goal by making their customers 
feel at home. The “we care” attitude extends from 
those who bake the rolls backstage to the people 
who offer refills on coffee. 

In the immediate future, K mart 
Corporation expects to add 20 to 25 cafeterias 
per year to its current base. By the end of the 
decade, the food-away-from-home category 
could add more than $1 billion to K mart 
Corporation sales. 
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10'YEAR FINANCIAL SUMMARY 

1984 

SUMMARY OF OPERATIONS (Millions) 

Sales 

$21,096 

Cost of merchandise sold 

$15,260 

Selling, general and administrative expenses 

$ 4,982 

Interest expense-net 

$ 300 

Income before income taxes 

$ 820 

Net income 

$ 499 

PER-SHARE DATA (Dollars) 

Earnings per common and common equivalent share 

$ 3.84 

Cash dividends declared 

$ 1.24 

Book value 

$ 25.87 

FINANCIAL DATA (Millions) 

Working capital 

$ 2,422 

Total assets 

$ 9,262 

Long-term obligations-Debt 

$ 1,107 

-Capital leases 

$ 1,780 

Shareholders’ equity 

$ 3,234 

Capital expenditures-owned property 

$ 622 

Depreciation and amortization-owned property 

$ 203 

Average shares outstanding 

126 

FINANCIAL RATIOS 

Return on sales-Income before income taxes 

3.9% 

-Net income 

2.4% 

Return on assets (beginning) 

6.1% 

Return on shareholders’ equity (beginning) 

17.0% 

Debt and equivalent as a % of total capitalization 

49.8% 

Employee compensation and benefits, per sales dollar 

15.3% 

Current ratio 

1.8 


1983 


$18,598 : 
$13,447 
$ 4,305 . 
$ 235 ; 

$ 854 

$ 492 ; 


$ 3.80 
$ 1.08 
$ 23.35 


$ 2,268 
$ 8,183 
$ 711 

$ 1,822 
$ 2,940 
$ 368 

$ 168 
125 


4.6% 

2 . 6 % 

6.7%' 

18.9% 

47.0% 

15.6%'- 

1.9 
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1982 1981 

1980 

1979 

1978 

1977 

1976 

1975 






$16,772 $16,527 $14,204 

$12,731 $11,696 

$9,941 

$8,382 

$6,798 

$12,299 $12,360 $10,417 

$ 9,283 $ 8,566 

$7,299 

$6,147 

$4,991 

$ 4,049 $ 3,810 $ 3,326 

$ 2,839 $ 

2,503 

$2,085 

$1,750 

$1,409 

$ 219 $ 230 $ 

200 

$ 149 $ 

132 

$ 116 

$ 103 

$ 89 

$ 419 $ 323 $ 

436 

$ 625 $ 

634 

$ 564 

$ 484 

$ 395 

$ 262 $ 220 $ 

261 

$ 358 $ 

344 

$ 298 

$ 262 

$ 196 

$ 2.06 $ 1.75 $ 

2.07 

$ 2.84 $ 

2.74 

$ 2.39 

$ 2.11 

$ 1.61 

'$ 1.00 $ .96 $ 

.92 

$ .84 $ 

.72 

$ .56 

$ .32 

$ .24 

;$ 20.89 $ 19.81 $ 

18.99 

$ 17.79 $ 

15.68 

$13.56 

$11.62 

$ 9.69 

$ 1,827 $ 1,473 $ 

1,552 

$ 1,403 $ 

1,308 

$1,231 

$1,074 

$ 904 

$ 7,344 $ 6,657 $ 6,089 

$ 5,635 $ 4,836 

$4,489 

$3,983 

$3,336 

,$ 596 $ 415 $ 

419 

$ 209 $ 

209 

$ 211 

$ 211 

$ 210 

! $ 1,824 $ 1,752 $ 1,618 

$ 1,422 $ 1,294 

$1,266 

$1,155 

$ 989 

■$ 2,601 $ 2,456 $ 2,343 

$ 2,185 $ 1,916 

$1,649 

$1,409 

$1,169 

■ $ 306 $ 361 $ 

302 

$ 292 $ 

217 

$ 162 

$ 123 

$ 112 

$ 157 $ 141 $ 

119 

$ 93 $ 

77 

$ 65 

$ 56 

$ 52 

; 124 124 

123 

123 

122 

122 

121 

121 






2.5% 2.0% 

3.1% 

4.9% 

5.4% 

5.7% 

5.8% 

5.8% 

1.6% 1.3% 

1.8% 

2.8% 

2.9% 

3.0% 

3.1% 

2.9% 

^ 3.9% 3.6% 

4.6% 

7.4% 

7.7% 

7.5% 

7.8% 

7.2% 

10.7% 9.4% 

11.9% 

18.7% 

20.8% 

21.1% 

22.4% 

19.8% 

48.7% 47.2% 

46.8% 

43.1% 

44.4% 

47.7% 

49.6% 

51.0% 

16.6% 15.8% 

16.0% 

15.2% 

14.6% 

14.3% 

14.3% 

14.3% 

; 1.8 1.8 

2.0 

1.8 

1.9 

1.9 

1.9 

2.0 
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1984 OPERATIONS AND FINANCIAL REVIEW 


An Overview of the Company 

K mart Corporation’s principal business is general-merchandise retailing. Earlier in 
this decade, however, the company recognized that efforts to gain retail market share 
and obtain above-average growth in profits required a supplemental program of selective 
additions to its retail operations. Acquisitions in 1984 and early 1985 are the result of a 
search for compatible retail diversification opportunities in rapidly growing selected 
markets. This diversification has enabled the company to enhance its opportunities for 
growth and improved profits. 

General Merchandise 

In addition to opening 23 new stores, the company continued its extensive 
remodeling and refurbishing program of K mart stores, introducing new departments 
and upgraded merchandise. 


A comparison of the major refurbishing projects completed during 1984 and 1983 
follows: 


Projects 

Number of Stores 

1984 1983 

Home Electronics Centers 

Sell audio and video products as well as home 
computers, peripheral equipment, software and 
entertainment game cartridges. 

521 

715 

Kitchen Komets 

Offer brand-name, fashion-oriented housewares. 

580 

502 

Domestic Centers 

Feature high-fashion soft goods for the home such as 
those found in traditional department stores. 

746 

91 

Home Care Centers 

Cater to the do-it-yourself home improvement 
and repair business. 

181 

41 

Softlines Conversions 

Bring customers a broad selection of upgraded apparel 
in a contemporary presentation. 

188 

4 


As of January 30,1985, a total of 435 stores had been completely upgraded to the 
“K mart of the ’80s” concept, which primarily involves new merchandise presentations 
and a broadened assortment of brand-name merchandise in a pleasant and 
conveniently arranged K mart store. 

The company remains alert to differences in consumer preferences in various parts of 
the country. While most of the products offered have universal appeal, an increasingly 
important part of the company’s sales will result from the ability to merchandise each 
store to suit its own particular demographics and competitive environment. Continued 
improvements to merchandise information systems will enhance K mart’s ability to 
respond quickly to consumer needs. 
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Through K mart Trading Services, Inc. (KTS), which is primarily concerned with 
export activities of United States-made products, the company continues to develop its 
export operations and its network of overseas agents and offices. During 1984, KTS 
focused on development of marketing activities to facilitate exports between countries 
outside the United States and distribution of merchandise throughout the world. 

Specialty Operations 

Existing specialty operations at the beginning of the year included Furr’s Cafeterias, 

Inc., the company’s first acquisition in the food-away-from-home business, and Bishop 
Buffets, Inc. These two subsidiaries operate a total of 155 cafeterias in the southwestern, 
midwestem and western United States. 

Another specialty operation is Designer Depot, the company’s entry into the highly 
competitive off-price specialty apparel field. Supplementing this division, the company 
operated three experimental Garment Rack stores in 1984- Garment Rack offers 
special-buy opportunities for apparel not normally sold in Designer Depots. There were 
a total of 52 speciilty apparel stores operating at the end of fiscal 1984. The company 
plans to open an additional 15 stores in 1985. 

Acquisitions 

As a result of the company’s diversification strategy, the following major acquisitions 
were completed during the 1984 fiscal year: 

♦ The acquisition of Walden Book Company, Inc. (Waldenbooks) was completed 
on August 9,1984 for $300.0 million in cash. Headquartered in Stamford, 
Connecticut, Waldenbooks is the nation’s largest retail bookstore chain. In 
addition to books, Waldenbooks also carries video and music tapes and 
computer software, which provide a large variety of information, education and 
entertainment products. Average stores occupy 3,000 square feet and are 
located primarily in regional shopping malls and strip shopping centers. 

Future plans for Waldenbooks include continued expansion of product lines, 
improvement in merchandise presentations and initiation of an expanded store 
refurbishing program. As of year end, Waldenbooks operated 898 stores in all 
50 United States. The company plans to open approximately 70 new stores in 1985. 

♦ The company completed the acquisition of Builders Square, Inc. (formerly 
Home Centers of America, Inc.) on September 27,1984 for $88.2 million in 
cash. Builders Square, based in San Antonio, Texas, operates warehouse-type 
home improvement centers with bulk displays that emphasize a broad 
merchandise assortment and low prices. A typical Builders Square store 
occupies approximately 80,000 square feet and features brand-name 
merchandise at discount prices. Assortments include lumber, building 
materials, hardware, paint, plumbing and electrical supplies, garden and other 
home improvement goods. 
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The acquisition of Builders Square culminated company efforts to expand into 
the do-it-yourself home improvement and repair market. The company has 
been focusing on this business for the last few years with expanded assortments 
within existing K mart floor plans. However, it became evident that the large 
warehouse-type format had to be developed quickly in order to benefit from this 
rapidly growing market and provide the expanded variety of merchandise in 
demand. Through the acquisition of Builders Square, the company immediately 
obtained the experienced management required for the planned expansion. 

As of the acquisition date, Builders Square operated nine stores in several cities 
in Texas. By the end of the year, six additional stores were opened, including 
three stores that the company had scheduled to open prior to the acquisition. 
The company anticipates opening a minimum of 20 Builders Squares in 1985. 

Both 1984 acquisitions were accounted for under the purchase method, and their 
results of operations are included in the consolidated income statement from the dates 
of acquisition. The effect of these two acquisitions on 1984 earnings per share from the 
dates of acquisition was an increase of $. 04. Refer to Note (C) of the accompanying 
Notes to Consolidated Financial Statements for further information regarding these 
acquisitions. 

♦ In January 1985, the company and Pay Less Drug Stores Northwest, Inc. 

(Pay Less) executed a definitive merger agreement providing for the company’s 
acquisition of Pay Less through a wholly owned subsidiary of the company. 
Pursuant to a tender offer in February 1985, approximately 92% of the 
outstanding shares of common stock of Pay Less was acquired. It is expected that 
the acquisition will be completed on March 29,1985. The total value of the 
transaction is estimated at $500.0 million. The acquisition of Pay Less will be 
accounted for under the purchase method and the results of its operations will 
be included in the company’s consolidated income statement in the 1985 fiscal 
year. Refer to Note (D) of the accompanying Notes to Consolidated Financial 
Statements for further information regarding this acquisition. 

Pay Less is headquartered in Wilsonville, Oregon and operates a chain of 
164 drug stores in Oregon, Washington, California, Idaho and Nevada. This 
acquisition strengthens the company’s position in an important specialty retail 
market with great potential. 

Store Activity 

Although the company has reduced its K mart store opening program, it remains 
committed to expansion in markets with high potential for improving market share. 

K mart discount stores are located in 48 of the 50 United States, in 250 of the country’s 
255 Metropolitan Statistical Areas and in 71 of the 76 Primary Metropolitan Statistical 
Areas. K mart is also represented in Puerto Rico and in all provinces of Canada. 

The company continually assesses store profitability based on the economic 
environment and anticipated competition. After careful review by management, stores 
operating at unacceptable levels of profitability are closed. 
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The company’s store activity during the last two years is summarized as follows: 



In 

Operation 
at End of 
1982 

1983 Activity 


In 

Operation 
at End of 
1983 

1984 Activity 


In 

Operation 
at End of 
1984 

Acquired Opened 

Gosed 

Acquired Opened 

Gosed 

General Merchandise 










U.S. 

1,998 


68 

25 

2,041 


21 

7 

2,055 

Canada 

119 


3 

3 

119 


2 

3 

118 

Total K mart Stores 

2,117 


71 

28 

2,160 


23 

10 

2,173 

Kresge & Jupiter 










U.S. 

187 


1 

44 

144 



24 

120 

Canada 

66 



8 

58 




58 

Total Kresge & 










Jupiter Stores 

253 


1 

52 

202 



24 

178 

Big Top Stores- 










Canada 



8 


_8 


42 

1 

_49 

Total General 










Merchandise 

2,370 


_80 

80 

2,370 


65 

35 

2,400 

Specialty Retailing 










Cafeterias 










Furr’s 

98 


20 

1 

117 


11 

5 

123 

Bishop 


30 



30 


4 

2 

32 

Total Cafeterias 

98 

30 

20 

1 

147 


15 

7 

155 

Designer Depot 

1 


29 


30 


22 


52 

Waldenbooks 






860 

41 

3 

898 

Builders Square 






9 

6 


15 

Other Retail Units* 

100 



100 






Total Specialty 

199 

30 

J9 

101 

177 

869 

_84 

10 

1,120 

Total Stores 

2,569 

30 

129 

181 

2,547 

869 

149 

_45 

3,520 


’ K mart Canada Limited sold its unit that operated 92 freestanding shoe stores in 1983. 


Sales, retail selling area and K mart store sales per square foot for the last three years 
are summarized as follows: 



1984 

Change 

1983 

% 

Change 

1982 

Sales (Millions U.S. $) 






K mart Stores 

$20,107.1 

11.6 

$18,022.5 

11.3 

$16,192.2 

Other 

988.8 

71.8 

575.4 

(-8) 

580.0 

Total Sales 

$21,095.9 

13.4 

$18,597.9 

10.9 

$16,772.2 

(Millions of square feet) 






Retail Selling Area 






K mart Stores 

124.2 

.5 

123.6 

1.6 

121.6 

Other (excluding cafeterias) 

7.3 

116.1 

3.4 

1.8 

3.3 

Total Retail Selling Area 

131.5 

3.6 

127.0 

- 1.6 

124.9 

K mart Store Sales 
per Square Foot* 

$_168 

8.4 

$ 155 | 

9.0 

$ 142 


' Sales per square foot were calculated as follows: Total K mart store sales plus unconsolidated sales of 
K mart store licensees on a 52-week basis divided by total K mart store retail selling area for all K mart 
stores open for one full year as of the end of each fiscal year. 
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF OPERATIONS 
AND FINANCIAL CONDITION 

Analysis of Operations 


The company’s unbroken trend of increases in sales continued in 1984. Consolidated 
sales, the highest in company history, were $21.1 billion, an increase of 13.4% over 1983. 
A three-year summary of the company’s consolidated sales follows: 


(Millions U.S. $) 

1984 

% 

Change 

1983 

% 

Change 

1982 

Domestic 

$20,329.0 

14.3 

$17,785.7 

11.1 

$16,007.1 

Canadian 

766.9 

(5.6) 

812.2 

6.2 

765.1 

Total 

$21,095.9 

13.4 

$18,597.9 

10.9 

$16,772.2 



Sales in 1984 included 53 weeks, compared with 52 weeks in 1983 and 1982. The 
1984 sales increase of 13.4% reflects the impact of significant merchandising 
improvements completed during the last two years, planned promotional and aggressive 
inventory reduction programs and the continued strong economy. Other factors 
contributing to this increase are the inclusion of sales of Waldenbooks and Builders 
Square from the dates of acquisition and Bishop Buffets from the beginning of the year. 
The 1983 sales increase of 10.9% was primarily due to increased consumer confidence, 
higher levels of employment, inflation and significant changes in the company’s 
merchandising programs. 

For both 1984 and 1983, sales increases slightly exceeded management’s expectations, 
reflecting market share gains. K mart sales in comparable stores-those K marts open 
throughout both fiscal years-increased 9.2% in 1984, compared with 9.3% in 1983. 
Comparable sales increases were calculated on a 52-week basis for both years. Sales from 
K mart stores accounted for 95.3% of the total company business in 1984, compared 
with 96.9% in 1983. 

Income 

Income before income taxes in 1984 was $820.0 million, a decrease of 3.9% from 
1983. Income before income taxes was below expectations in 1984 primarily as a result 
of higher than anticipated selling price adjustments in the latter part of the year. 

Income before income taxes in 1983 was $853.7 million, increasing 103.8% from 1982. 
Income before income taxes in 1982 included a $44.5 million pretax charge for closing 
general merchandise stores and automotive service departments. 


The effective income tax rate for 1984 was 39.9%, compared with 42.9% in 1983 
and 38.7% in 1982. The decrease in 1984 was due primarily to increased investment tax 
credits resulting from refurbishing of existing stores and other tax credits. The effective 
income tax rate increase in 1983 resulted from higher earnings from operations relative 
to earnings from the company’s equity interests, which are taxed at lower rates. This 
increase was partially offset by a tax credit for a Payroll-Based Stock Ownership Plan 
(PAYSOP) adopted during the year. Additional information on income taxes is summar¬ 
ized in Note (H) of the accompanying Notes to Consolidated Financial Statements. 


Net income in 1984 was $499.1 million, an increase of 1.4% over 1983. Net income 
in 1983 was $492.3 million, an increase of 88.0% over 1982. Net income in 1982 
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included a $24.0 million net-of-tax charge related to closing general merchandise stores 
and automotive service departments. 

A schedule of domestic and foreign net income follows: 


(Millions U.S. $) 

1984 

% 

Change 

1983 

Change 

1982 

Domestic 

$468.6 

.8 

$464.8 

98.6 

$234.1 

Foreign 

30.5 

10.7 

27.5 

(.8) 

27.7 

Total 

$499.1 

1.4 

$492.3 

88.0 

$261.8 


The major factors contributing to consolidated net income results were: 
Cost of Merchandise Sold 


Cost of merchandise sold, including buying and occupancy costs, was 72.3% of sales 
in 1984 and 1983, compared with 73.3% in 1982. During 1984 and 1983, the company 
aggressively introduced changes in merchandise mix and presentation. These changes 
included the addition of many new product lines and selective expansion of brand- 
name merchandise to the regular assortment. During these years, the company 
emphasized sales of higher-margin items rather than heavy promotion of low-margin 
items, while maintaining a strong competitive program. As a result of these strategies, 
merchandise replaced by the new product emphasis is liquidated during the normal 
course of business. This process, however, was more difficult at the end of fiscal 1984 
because of a heightened competitive environment resulting from an overstock of 
inventory throughout the industry. Price reductions late in the fourth quarter of 1984, 
accordingly, were significantly higher than anticipated. In 1983, the higher gross 
margins attained were the result of improved general economic conditions and planned 
changes in merchandise mix and presentation. 

The company reports inventory on the last-in, first-out (LIFO) method of inventory 
valuation for substantially all domestic inventories to provide a more accurate matching 
of current costs with current revenues and to measure the impact of inflation on 
inventories during periods of rising prices. Based on the U.S. Department of Labor’s 
Department Store Inventory Price Index for the year ended January 30,1985, the 
inflationary impact on inventories resulted in a pretax credit to income of $19.6 million 
in 1984, compared with a pretax charge to income of $45.6 million in 1983 and 
$25.7 million in 1982. The LIFO adjustment in 1984 is primarily a combination of 
higher markup resulting from the company’s changing merchandise mix as well as a low 
rate of inflation in general merchandise. 


(Miltons) 

$500 


400 
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NET INCOME 


Operating Expenses 

Selling, general and administrative expenses, including advertising, were 23.6% of 
sales in 1984, compared with 23.1% for 1983 and 23.9% for 1982. 

The following factors contributed to the increase in operating expenses in 1984 
and 1983: 


Advertising expense increased to $554-4 million in 1984, compared with 
$424.6 million in 1983 and $401.7 million in 1982. Increases in 1984 and 1983 resulted 
primarily from advertising programs to reinforce customer awareness of new merchan¬ 
dise selections in K mart stores. K mart strategies in 1984 included increased advertising 
frequency and aggressive campaigns during the 1984 Olympic Games. 
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Employee compensation and benefits increased 11.5% to $3.2 billion in 1984 and 
3.9% to $2.9 billion in 1983. The higher rate of increase in 1984 resulted primarily from 
higher salary, pension and employees’ savings plan expenses. The increase in salary 
expense primarily reflects inflation and increased number of hours worked largely to 
implement the company’s new merchandising strategies. Total pension expense was 
$49.4 million in 1984, compared with $42.2 million in 1983 and $42.7 million in 1982. 
Expense related to the Employees’ Savings Plan, which became effective in July 1982, 
was $29.7 million in 1984, compared with $25.5 million in 1983 and $13.2 million in 
1982. The mergers of Waldenbooks, Builders Square and Bishop Buffets also 
contributed to the overall increase in employee compensation and benefits in 1984. The 
rate of increase in employee compensation and benefits in 1983 compared with that of 
1982 was lower, owing to fewer store openings, automation of systems and improvements 
in merchandise ordering. 

Payroll, property and franchise taxes increased 18.1% to $421.3 million in 1984 and 
8.2% to $356.8 million in 1983. These increases were primarily due to acquisitions and 
increased taxes on existing stores. 

Depreciation and amortization expense for owned property increased 20.7% to 
$202.6 million in 1984 and 6.6% to $167.8 million in 1983. The increases resulted from 
new store openings, extensive refurbishing programs in existing stores and additional 
depreciation and amortization expense from the acquisition of Waldenbooks and 
Builders Square in 1984 and Bishop Buffets at the end of 1983. 

Interest Expense 

Net interest expense related to debt in 1984 was $106.8 million, compared with 
$46.1 million in 1983 and $43.1 million in 1982. The increase in 1984 net interest 
expense resulted primarily from increased borrowing to support additional merchandise 
selections carried in the stores and the refurbishing program in existing stores. 

Increased borrowing was also required as a result of the acquisitions of Waldenbooks and 
Builders Square completed in the 1984 third quarter. 

The increase in 1983 net interest expense resulted primarily from lower interest yields 
on funds invested, partially offset by lower average interest rates and short-term 
borrowings outstanding during 1983 compared with 1982. The weighted average 
interest rate for short-term borrowings was 10.5%, 9.1% and 11.7% for 1984,1983 and 
1982, respectively. 

Foreign Operations 
Operations in Canada 

K mart Canada Limited’s total sales for 1984 in Canadian dollars decreased .8%, 
compared with a 6.1% increase in 1983. The sales decrease resulted from the sale of 
Canmart Shoe Ltd. in October 1983, K mart store closings and conservative consumer 
spending in a weak economy. Total sales in U.S. dollars (excluding sales of discontinued 
operations) decreased 3.9% in 1984, compared with a 7.3% increase in 1983. These 
changes primarily reflect a decline of the average Canadian dollar exchange rate against 
the U.S. dollar by 4-8% in 1984. In Canadian dollars, net income (before capital gains 
in both years) decreased in 1984 compared with 1983, primarily owing to lower than 
anticipated sales. In Canadian dollars, income from operations in 1983 increased over 
1982 primarily because of better than anticipated sales in the K mart division and good 
expense control. 
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Operations in Australia 

The company’s income from Australian operations, which consisted primarily of 
equity income in G. J. Coles & Coy. Limited (Coles), was $20.7 million in 1984, 
compared with $18.1 million in 1983 and $16.2 million, which included a $7.0 million 
currency fluctuation gain, in 1982. Gains and losses from Australia’s currency 
fluctuations are no longer included in net income as a result of the application of 
Financial Accounting Standards No. 52, “Foreign Currency Translation,” effective 
in 1983. 

The average exchange rate of the Australian dollar to the U.S. dollar, which 
adversely affected equity income before currency gains from Australian operations in 

1983 and 1982, remained relatively stable in 1984. The average exchange rates were 
.8801, .9067 and 1.0221 in 1984,1983 and 1982, respectively. 

Coles sales reached $5.4 billion in Australian dollars at July 29,1984 (Coles’ latest 
fiscal year end), compared with $4.7 billion for fiscal 1983, an increase of 15.0%. Sales 
in Australian dollars for fiscal 1983 increased 17.2% over fiscal 1982 sales of $4.0 billion. 
Pretax profit from operations in Australian dollars rose 25.8% to $195.8 million in 1984 
and 20.6% to $155.7 million in 1983, compared with respective prior years. The 
company recorded increases in sales and profits, which were ahead of both the inflation 
rate and the industry average during the past year. 

During fiscal 1984 Coles opened 36 stores, including nine K marts, bringing the total 
number of stores operated by Coles in Australia to 893, including 95 K mart stores. For 
additional information on the company’s investment in Coles, see Note (G) of the 
accompanying Notes to Consolidated Financial Statements. 

Operations in Mexico 

The company holds a 44% interest in Astra, S. A. (Astra), a retail subsidiary of the 
Gentor Group of Monterrey, Mexico (Gentor). The food and general-merchandise 
subsidiaries operate 15 Astra discount-type stores (of which eight were opened in 1984) 
and ten self-service food-type Autodescuento stores. 

In 1984, the company made an additional capital contribution to Astra of 
$4-4 million to maintain the same percentage of ownership with Gentor, which made a 
capital contribution of $5.6 million. These monies have been used to finance the 
construction of new stores and working capital. 

The weak Mexican economy, increased competition and interest expense on debt 
related to the planned store expansion program have prevented Astra from achieving 
profitability. The company’s equity share of results for Astra’s year ended December 31, 

1984 was a $5.8 million loss, compared with a $5.7 million loss in 1983 and a $9.0 million 
loss in 1982. Refer to Note (L) of the accompanying Notes to Consolidated Financial 
Statements for further information regarding the company’s investment in Mexico. 
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Licensee Operations 

The company’s U.S. K mart footwear departments are operated by the Meldisco 
subsidiaries of Melville Corporation. Both sales and equity income exceeded manage¬ 
ment expectations in 1984. Sales of the licensee footwear departments increased 9.9% 
to $932.6 million in 1984 and 11.7% to $848.4 million in 1983, compared with 
respective prior years. Equity in income rose 11.4% to $44.8 million in 1984 and 26.1% 
to $40.2 million in 1983, compared with respective prior years. The increases in 
income for 1984 and 1983 were attributable to increased sales and better productivity 
and expense control. Improved gross margin resulting from merchandise mix 
enhancements also contributed to the increase in income in 1983. Refer to Note (G) of 
the accompanying Notes to Consolidated Financial Statements for further information 
regarding the company’s investment in Meldisco. 

Additionally, the company receives fee income under a license agreement established 
in 1980 with The Daiei, Inc. (Daiei), the largest retailer in Japan. Since 1980, Daiei has 
opened six D mart discount stores. These stores offer general merchandise and retail 
food at discount prices. The company provides Daiei with knowledge and assistance to 
develop mass merchandising operations in Japan and the exclusive right to use various 
tradenames and trademarks of the company. 

Insurance and Financial Services 


K mart Insurance Services, Inc. (KMI), a wholly owned insurance subsidiary, has 
continued to expand into new marketing areas. In addition to agency operations, KMI 
marketed life, health and property/casualty insurance in 118 K mart stores as of 
January 30,1985. Approximately 125 insurance centers are planned to open in 1985. 
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KMI’s insurance premium and other revenue for 1984 totaled $141.1 million, 
compared with $112.9 million in 1983 and $95.7 million in 1982. Net income increased 
to $6.2 million in 1984, compared with $5.1 million in 1983 and $4.9 million in 1982. 
Higher net income in 1984 was attributable to a $2.0 million capital gain from the sale 
of real estate. Refer to Note (G) of the accompanying Notes to Consolidated Financial 
Statements for further information regarding the company’s investment in KMI. 

In addition, K mart launched a number of pilot programs to provide financial services 
such as certificates of deposit and money market accounts in selected K mart stores. 

Inflation Accounting 

For discussion of the impact of inflation on the company’s sales and earnings, see 
pages 50 and 51. 

Financial Condition 

K mart Corporation’s financial policy is designed to provide a solid capital structure 
utilizing available sources of funds. The company has maintained a strong position of 
liquidity over the years as well as a high degree of financial flexibility, based primarily 
on a large flow of funds from operations. The company expects that funds required to 
finance the refurbishing programs of existing stores and future expansion will primarily 
be provided from internally generated funds, long-term debt offerings in 1985 and the 
leasing of land and buildings. The company’s strong financial position enables it to 
obtain funds at the best available rates in worldwide capital markets. 

K mart Corporation employs a number of criteria to carefully monitor adherence to 
the company’s financial policy. Among these criteria are trends in the total capitaliza¬ 
tion structure of the company, cash flow and financial ratio analysis. 
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Capitalization Structure 

The company’s long-term financial flexibility is indicated by the debt ratio or total 
debt and equivalent as a percentage of total capitalization. The following summarizes 
K mart Corporation’s total capitalization structure as of the past three fiscal year ends: 


(Millions) 

1984 

% 

1983 


1982 

% 

Long-term debt due within one year 

$ 1.9 

.1 

$ 3.2 


$ 5.1 

.1 

Capital lease obligations due 
within one year 

74.1 

1.1 

70.6 

1.2 

65.7 

1.3 

Notes payable 

234.9 

3.6 





Long-term debt 

1,106.9 

16.7 

711.2 

12.6 

596.0 

11.5 

Capital lease obligations 

1,780.1 

27.0 

1,822.3 

32.2 

1,824.4 

35.3 

Other 

88.9 

1.3 

56.6 

1.0 

26.8 

_.5 

Total debt and equivalent 

3,286.8 

49.8 

2,663.9 

47.0 

2,518.0 

48.7 

Deferred income taxes 

88.5 

1.3 

60.9 

1.1 

51.6 

1.0 

Shareholders’ equity 

3,233.8 

48.9 

2,940.1 

51.9 

2,601.3 

50.3 

Total capitalization 

$6,609.1 

100.0 

$5,664.9 

100.0 

$5,170.9 

100.0 


Cash Flow 

Company funds generated by operations as well as financing and investment 
activities as reported in the Consolidated Statements of Changes in Financial Position 
on page 33 are summarized below. 

Net cash used for operations was $81.1 million in 1984- Net cash provided by 
operations was $819.8 million in 1983 and $807.5 million in 1982. Cash provided by 
operations is primarily a function of net earnings, which increased in 1984 and 1983 
compared with 1982. Depreciation and amortization-expenses recognized in determin¬ 
ing net income not requiring cash outlays-are also major components of cash provided 
by operations and have been steadily increasing each year due to the continued high 
level of capital expenditures under the store refurbishing program. Offsetting factors 
which decreased cash provided by operations in 1984 were the increase in inventories to 
support additional merchandise selections carried in K mart stores and the acquired 
inventories of Waldenbooks and Builders Square. 

Net cash provided by financing was $565.6 million in 1984, $139.3 million in 1983 
and $102.8 million in 1982. The increase in 1984 and 1983 was primarily attributable to 
an increase in long-term debt and notes payable. Additional debt obligations consisting 
of $400.0 million in 1984 and $120.7 million in 1983 of commercial paper supported by 
long-term credit agreements with several banks were classified as long-term debt. 
Partially offsetting the increase in cash provided by financing in 1984 is the purchase of 
1,678,500 shares of company common stock at an aggregate cost of $50.8 million. The 
company purchased these shares to reduce the expected dilution in earnings per share 
which results from the shares issuable upon conversion of the 6% convertible 
subordinated debentures due 1999. In addition, the company purchased $11.0 million 
principal amount of debentures in order to satisfy the July 1985 sinking fund 
requirements. See Note (I) in the accompanying Notes to Consolidated Financial 
Statements for additional information. 
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Increased revolving credit agreements were signed during fiscal 1984 and 1983 to 
finance the planned reformatting and refurbishing of K mart stores, higher inventory 
levels needed to support implemented merchandise programs and acquisitions com¬ 
pleted under the company’s diversification program. The $3.2 billion equity base 
provides the primary source of funds to support expansion in addition to the leasing of 
land and buildings. In February 1985, the company filed a shelf-registration statement 
with the Securities and Exchange Commission to offer up to $500.0 million in long¬ 
term debt securities. In March 1985, the company issued $250.0 million, 12%% 
debentures due in 2015; $100.0 million, 12%% debentures due in 2005 and $150.0 mil¬ 
lion, 12%% notes due in 1995. Refer to Note (I) of the accompanying Notes to 
Consolidated Financial Statements for additional information regarding these offerings. 

Because of the seasonal nature of the retail industry, the company continues to 
utilize commercial paper and revolving bank credit to cover peak working capital 
requirements. The maximum amounts of aggregate short-term borrowings outstanding 
during 1984,1983 and 1982 were $1,105.6 million, $459.1 million and $894.3 million, 
respectively. The approximate average short-term borrowings outstanding during 1984, 
1983 and 1982 were $601.0 million, $250.8 million and $524.8 million, respectively. 
Total short-term lines of credit available and unused were $742.3 million, $803.6 mil¬ 
lion and $685.3 million at fiscal year end for 1984,1983 and 1982, respectively. 

Net cash used for investment was $869.5 million in 1984, compared with $353.0 mil¬ 
lion in 1983 and $348.7 million in 1982. The increase in 1984 was partially due to the 
acquisitions of Waldenbcoks and Builders Square and the $41-6 million capital increase 
in the insurance operation to finance the significant expansion of K mart Insurance 
Centers. Most of the remainder of the net amounts invested in 1984 and 1983 were 
for store openings and the continuation of the company’s store modernization program 
and expansion of merchandising systems. 


Financial Ratios 


Return on Investment (ROI) 

ROI is an important measure of the company’s effective use of resources under its 
control. ROI measures the relationship of net income to invested capital. Net income is 
adjusted for after-tax financing costs. Invested capital or total capitalization consists 
mainly of shareholders’ equity, interest-bearing liabilities and debt equivalent capital 
lease obligations. The company’s objective is to maximize ROI without eroding its 
competitive position. 


The following analysis shows the computation of ROI: 


(Millions) 

1984 

1983 

1982 

Net income for the year 

$ 499.1 

$ 492.3 

$ 261.8 

Interest expense after tax effect 

183.6 

147.5 

148.1 

Net income before financing costs 

$ 682.7 

$ 639.8 

$ 409.9 

Total capitalization (beginning) 

$5,664.9 

$5,170.9 

$4,748.4 

Return on beginning investment 

12.1% 

12.4% 

8.6% 


Inventory Turnover 

Efficiency in inventory management is indicated by the company’s inventory 
turnover ratio using replacement cost as measured by the first-in, first-out (FIFO) 
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method of inventory valuation. The inventory turnover ratio was 3.2 in 1984, 
compared with 3.3 in 1983 and 3.2 in 1982. 

Current Ratio 

This ratio indicates the company’s ability to meet short-term obligations. The 
company’s current ratio was 1.8 in 1984, compared with 1.9 in 1983 and 1.8 in 1982. 

The change in the current ratio in 1984 compared with 1983 was primarily due to a 
reduction in temporary investments resulting from the company’s diversification 
program, increased inventory levels and additional financing resulting from $234.9 mil¬ 
lion of notes payable. The 1983 improvement was a result of substantially improved 
results of operations and the inclusion of $300.0 million of notes payable in long-term 
debt at January 25,1984 under revolving credit agreements with various banks. 

Ratio of Income to Fixed Charges 

This ratio demonstrates thexompany’s ability to cover charges of a fixed nature, 
consisting primarily of interest expense in relation to net income. The ratio of income 
to fixed charges was 2.9 in 1984, compared with 3.4 in 1983 and 2.2 in 1982. Increased 
borrowing partially offset by decreasing interest rates was the primary factor for the 
decline in 1984. Increasing net income and declining interest rates improved this ratio 
in 1983. 

Shareholders’ Equity 

Shareholders’ equity reached $3.2 billion in 1984, compared with $2.9 billion in 
1983, an increase of 10.0%. Book value per share was $25.87 in 1984, compared with 
$23.35 in 1983. The compound annual growth rate for book value per share was 12.1% 
over the past ten years. 

Dividends declared were $1.24 per share, an increase of 14.8% over the annual rate 
of $1.08 per share in 1983. This represents the 20th consecutive year of increased 
dividends declared to the company’s shareholders. The compound annual growth rate 
of dividends declared was 18.9% over the last ten years. 


Dividends of $150.7 million were paid during 1984, compared with $132.2 million in 
1983. Dividends paid per common share and the high and low market prices of K mart 
Corporation common stock during the last two years are summarized as follows: 



Fiscal Quarters 
Dividends Paid 


Calendar Quarters 
Market Prices 



1984 

1983 

1984 

High Low 

1983 

High 

Low 

First 

$ .27 

$ .25 

$33% 

$27% 

$34 

$21% 

Second 

.31 

.27 

3114 

26% 

36/4 

30% 

Third 

.31 

.27 

35% 

2914 

38% 

30% 

Fourth 

.31 

■27 

37% 

32% 

39/4 

32% 

Total Year 

$1.20 

$1.06 

$37% 

$26% 

$39% 

$21% 


125 % 




As of January 30,1985, there were 93,221 K mart Corporation shareholders of record, 
compared with 94,721 at fiscal year end in 1983. K mart Corporation common stock is 
listed and traded on the New York and Pacific Stock Exchanges (trading symbol KM). 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 




K man Corporation 1 984 Annual Report 

REPORTS BY MANAGEMENT AND INDEPENDENT ACCOUNTANTS 


K mart K mart Corporation management is responsible for the integrity of the information and 

Responsibility representations contained in this annual report. This responsibility includes making informed 
for Financial estimates and judgments in selecting the appropriate accounting principles in the circumstances. 

Statements Management believes the financial statements conform with generally accepted accounting 

principles and have been prepared on a consistent basis except for the change in the method of 
accounting for foreign currency translation, effective January 27,1983 as described in Note (A) 
to the consolidated financial statements. 

To assist management in fulfilling these obligations, the company utilizes several tools, 
which include the following: 

♦ The company maintains a system of internal accounting controls to provide for the 
integrity of information for purposes of preparing financial statements and to assure assets 
are properly accounted for and safeguarded. This concept of reasonable assurance is based 
on the recognition that the cost of the system must be related to the benefits to be derived. 
Management believes its system provides this appropriate balance. 

♦ An Internal Audit Department is maintained to evaluate, test and report on the 
application of internal accounting controls in conformity with standards of the practice 
of internal auditing. 

♦ The Board of Directors appoints the independent accountants to perform an examination 
of the company’s financial statements. This examination includes, among other things, 

a review of the system of internal controls as required by generally accepted auditing 
standards. 


♦ The Audit Committee of the Board of Directors, consisting solely of outside directors, 
meets regularly with management, internal auditors and the independent accountants to 
assure that each is carrying out its responsibilities. The internal auditors and independent 
accountants both have full and free access to the Audit Committee, with and without the 
presence of management. 


B. M. FAUBER 
Chairman of the Board 
and Chief Executive Officer 



R. E. BREWER 
Senior Vice President 
Finance 


Report of 

Independent 

Accountants 


To the Shareholders and Board of Directors of K mart Corporation 

In our opinion, the accompanying consolidated balance sheets and the related consolidated 
statements of income, shareholders’ equity and changes in financial position present fairly the 
financial position of K mart Corporation and its subsidiaries at January 30,1985 and January 25, 
1984, and the results of their operations and the changes in their financial position for each of the 
three fiscal years in the period ended January 30,1985, in conformity with generally accepted 
accounting principles consistently applied during the period except for the change effective 
January 27,1983, with which we concur, in the method of accounting for foreign currency 
translation as described in Note (A) to the consolidated financial statements. Our examinations 
of these statements were made in accordance with generally accepted auditing standards and 
accordingly included such tests of the accounting records and such other auditing procedures as 
we considered necessary in the circumstances. 


200 Renaissance Center 
Detroit, Michigan 
30/31 March 13,1985 
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CONSOLIDATED STATEMENTS OF INCOME 


Fiscal Year Ended 


(Millions, except per-share data) 

January 30, 
1985 

January 25, 
1984 

January 26, 
1983 

Sales 

$21,095.9 

$18,597.9 

$16,772.2 

Licensee fees and rental income 

207.5 

191.3 

169.5 

Equity in income of affiliated retail companies 

58.8 

51.7 

44.5 

Interest income 

39.7 

38.0 

54.6 


21,401.9 

18,878.9 

17,040.8 

Cost of merchandise sold (including 




buying and occupancy costs) 

15,259.8 

13,447.4 

12,298.6 

Selling, general and administrative expenses 

4,427.7 

3,880.1 

3,602.9 

Advertising 

554.4 

424.6 

401.7 

Provision for store closings 



44.5 

Interest expense: 




Debt 

146.5 

84.1 

97.7 

Capital lease obligations 

193.5 

189.0 

176.5 


20,581.9 

18,025.2 

16,621.9 

Income before income taxes 

820.0 

853.7 

418.9 

Income taxes 

327.1 

366.5 

162.0 

Income from retail operations 

492.9 

487.2 

256.9 

Equity in income of insurance operations 

6.2 

5.1 

4.9 

Net income for the year 

$ 499.1 

$ 492.3 

$ 261.8 

Earnings per common and common equivalent share 

$3.84 

$3.80 

$2.06 


See accompanying Notes to Consolidated Financial Statements. 
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CONSOLIDATED BALANCE SHEETS 


(Millions) 

January 30, 
1985 

January 25, 
1984 

Assets 

Current Assets: 

Cash (includes temporary investments of $294.3 



and $762.9, respectively) 

$ 492.0 

$1,027.7 

Accounts receivable 

179.0 

134.8 

Merchandise inventories 

4,587.8 

3,581.6 

Operating supplies and prepaid expenses 

52.0 

44.4 

Total current assets 

5,310.8 

4,788.5 

Investments in and Advances to: 



Affiliated retail companies 

219.2 

211.8 

Insurance operations 

173.1 

128.6 

Property and Equipment-net 

3,338.8 

2,973.7 

Cost in Excess of Fair Value of Net Assets Acquired-net 

140.6 

14-4 

Other Assets 

79.3 

66.1 


$9,261.8 

$8,183.1 

Liabilities and Shareholders’ Equity 



Current Liabilities: 



Long-term debt due within one year 

$ 1.9 

$ 3.2 

Capital lease obligations due within one year 

74.1 

70.6 

Notes payable 

234.9 


Accounts payable-trade 

1,916.9 

1,717.2 

Accrued payrolls and other liabilities 

362.5 

328.0 

Taxes other than income taxes 

200.0 

172.9 

Income taxes 

98.8 

228.9 

Total current liabilities 

2,889.1 

2,520.8 

Capital Lease Obligations 

1,780.1 

1,822.3 

Long-Term Debt 

1,106.9 

711.2 

Other Long-Term Liabilities 

163.4 

127.8 

Deferred Income Taxes 

88.5 

60.9 

Shareholders’ Equity 

3,233.8 

2,940.1 


$9,261.8 

$8,183.1 

See accompanying Notes to Consolidated Financial Statements. 
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CONSOLIDATED STATEMENTS OF CHANGES 
IN FINANCIAL POSITION 


Fiscal Year Ended | 


January 30, 

January 25, 

January 26, 

(Millions) 

1985 

1984 

1983 

Cash Provided by (Used for): 




Operations 




Net income for the year 

$ 499.1 

$ 492.3 

$ 261.8 

Noncash charges (credits) to earnings: 




Depreciation and amortization 

302.9 

264-5 

251.1 

Provision for store closings 



44.5 

Deferred income taxes 

15.6 

21.5 

7.6 

Undistributed equity income 

(15.7) 

(16.8) 

(15.9) 

Increase in other long-term liabilities 

35.6 

33.8 

21.2 

Other-net 

9.3 

.8 

_ 6A 

Total from net income 

846.8 

796.1 

516.1 

Cash provided by (used for) current assets and 




current liabilities: 




Increase in inventories 

(792.5) 

(285.4) 

(159.8) 

Inventories of acquired companies 

(213.7) 

(1.3) 


Increase in accounts payable 

199.7 

203.8 

260.4 

Other-net 

(121.4) 

106.6 

130.2 

Net cash provided by (used for) operations 

(81.1) 

819.8 

807.5 

Financing 




Increase in long-term debt and notes payable 

645.7 

123.4 

197.2 

Reduction in long-term debt and notes payable 

(16.7) 

(10.4) 

(181.4) 

Obligations incurred under capital leases 

43.8 

78.9 

141.8 

Reduction in capital lease obligations 

(77.5) 

(75.5) 

(63.0) 

Common stock issued 

21.1 

22.9 

8.2 

Purchase of treasury shares 

(50.8) 



Net cash provided by financing 

565.6 

139.3 

102.8 

Dividends Paid 

(150.7) 

(132.2) 

(123.0) 

Investments 




Additions to owned and leased property 

(646.0) 

(405.7) 

(391.4) 

Owned property of acquired companies 

(94.0) 

(10.0) 


Cost in excess of fair value of net assets acquired 

(128.0) 



Proceeds from the sale of property 

62.0 

91.4 

49.7 

Increased investment in affiliated retail companies 



and insurance operations 

(46.2) 

(24.5) 

(3.8) 

Other-net 

(17.3) 

(4.2) 

(3-2) 

Net cash used for investments 

(869.5) 

(353.0) 

(348.7) 

Net Increase (Decrease) in Cash 

$(535.7) 

$ 473.9 

$ 438.6 

See accompanying Notes to Consolidated Financial Statements. 
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY 



Number 


Capital in 


“““ '•» 

Foreign 

Currency 

Total 

($ Millions) 

of Shares 

Common 

Excess of 

Retained 

Treasury 

Translation 

Shareholders’ 

Issued 

Stock 

Par Value 

Earnings 

Shams 

Adjustment 

Equity 

Balance at January 27,1982 

123,976,386 

$124.0 

$264.2 

$2,067.4 

$ 

$ 

$2,455.6 

Net income for the year 

Cash dividends declared, 




261.8 



261.8 

$1.00 per share 

Common stock sold under stock 




(124.3) 



(124.3) 

option and purchase plans 
and conversion of debentures 

517,960 

.5 

7.7 




8.2 

Balance at January 26,1983 

124,494,346 

124.5 

271.9 

2,204.9 



2,601.3 

Net income for the year 

Cash dividends declared, 




492.3 



492.3 

$1.08 per share 

Common stock sold under 




(135.1) 



(135.1) 

stock option and employees’ 
savings plans and conversion 
of debentures 

654,619 

.6 

16.9 




17.5 

Common stock issued for acquisi¬ 
tion of Bishop Buffets, Inc. 
Cumulative foreign currency 

761,840 

.8 

4.6 

7.0 



12.4 

translation adjustment 








(includes $8.7 for current year) 





(48.3) 

(48.3) 

Balance at January 25,1984 

125,910,805 

125.9 

293.4 

2,569.1 


(48.3) 

2,940.1 

Net income for the year 

Cash dividends declared, 




499.1 



499.1 

$1.24 per share 

Common stock sold under 




(155.4) 



(155.4) 

stock option and employees’ 
savings plans and conversion 
of debentures 

785,488 

.8 

20.3 




21.1 

Purchase of 1,678,500 treasury 
shares, at cost 

Foreign currency translation 





(50.8) 


(50.8) 

adjustment net of applicable 
income taxes of $. 1 






(20.3) 

(20.3) 

Balance at January 30,1985 

126,696,293 

$126.7 

$313.7 

$2,912.8 

$(50.8) 

$(68.6) 

$3,233.8 


Common stock, authorized 250,000,000 shares, $1.00 par value. 

Ten million shares of no par value preferred stock with voting and cumulative dividend rights are authorized but 
unissued. Currently there are no plans for its issuance. 

See accompanying Notes to Consolidated Financial Statements. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


(A) Summary of Significant Accounting Policies 


Fiscal Year: The company’s fiscal year ends on the last Wednesday in January- Fiscal year 
1984 consisted of 53 weeks and ended on January 30,1985. Fiscal years 1983 and 1982 
consisted of 52 weeks and ended on January 25,1984 and January 26,1983, respectively. 

Basis of Consolidation: The company includes all majority-owned retail subsidiaries in 
the consolidated financial statements. The accounts of Furr’s Cafeterias, Inc. and 
Bishop Buffets, Inc. are included in the consolidated financial statements on the basis 
of fiscal years generally ending on December 31. Investments in affiliated retail 
companies owned 20% or more and the wholly owned insurance operations are 
accounted for by the equity method using their December financial statements. 

All significant intercompany transactions and accounts have been eliminated in 
consolidation. 

Foreign Operations: Effective in fiscal 1983, K mart Corporation changed its method 
of accounting for foreign currency translation to comply with the requirements of 
Financial Accounting Standard No. 52, “Foreign Currency Translation.” Foreign 
currency assets and liabilities are translated into U.S. dollars at the exchange rates in 
effect at the balance sheet date except for operations in countries with high inflation. 
Results of operations are translated at average exchange rates during the period for 
revenue and expenses. Translation gains and losses resulting from fluctuations in the 
exchange rates are accumulated as a separate component of shareholders’ equity. 
Translation gains and losses of operations in highly inflationary countries continue to 
be included in consolidated results of operations. Prior to 1983 all translation gains and 
losses were included in net income. 

Inventories: Merchandise inventories are valued at the lower of cost or market, using the 
retail method, on the last-in, first-out basis for substantially all domestic inventories 
and the first-in, first-out basis for the remainder. 

Property Owned: Land, buildings, leasehold improvements and equipment are recorded 
at cost. Major replacements and refurbishings are charged to the property accounts 
while replacements, maintenance and repairs that do not improve or extend the life of 
the respective assets are expensed currently. The company capitalizes interest cost as 
part of the cost of constructing capital assets. 

The cost of all properties retired and the accumulated depreciation thereon are 
eliminated from the accounts and the resulting gain or loss is taken into income. 

Depreciation: The company computes depreciation on owned property principally on 
the straight-line method for financial statement purposes and on accelerated methods 
for income tax purposes. Most store properties are leased, and improvements are 
amortized over the term of the lease but not more than 25 years. Other annual rates 
used in computing depreciation for financial statement purposes are 2% to 10% for 
buildings, 10% to 14% for store fixtures and 5% to 33% for other fixtures and 
equipment. 
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(A) Summary of Leased Property under Capital Leases: The company accounts for capital leases, which 

Significant Accounting transfer substantially all of the benefits and risks incident to the ownership of property, 

t. scm contmuea as t h e acquisition of an asset and the incurrence of an obligation. Under this method 

of accounting for leases, the asset is amortized using the straight-line method and the 
obligation, including interest thereon, is liquidated over the life of the lease. All other 
leases (operating leases) are accounted for by recording periodic rental expense over the 
life of the lease. 

Licensee Sales: The company’s policy is to exclude sales of licensed departments from 
total sales. 

Preopening and Closing Costs: The company follows the practice of treating store 
operating costs incurred prior to opening a new retail unit as current period expenses. 
When the decision to close a retail unit is made, the company provides for future net 
lease obligations, nonrecoverable investments in fixed assets, other expenses directly 
related to discontinuance of operations and estimated operating losses through expected 
closing dates. 

Income Taxes: Deferred income taxes are provided on nonpermanent differences 
between financial statement and taxable income. 

The company accrues appropriate U.S. and foreign taxes payable on all of the earnings 
of subsidiaries and affiliates, except with respect to earnings that are intended to be 
permanently reinvested. Any additional taxes or credits related to subsequent distribu¬ 
tions of such earnings are determined and taken into account at the time of 
distribution. 

Investment Credit: The company uses the “flow through” method of accounting for 
investment credit whereby income tax expense is reduced for the period in which 
expenditures create the tax benefit. 

(B) Store Closings 

During 1982, the company made a thorough review of operations, which resulted in a 
determination that a number of stores and auto service departments were operating at 
unacceptable levels of profitability. Following this review process, the company closed 
eight K mart stores, a total of 66 Kresge and Jupiter stores and 361 automotive service 
departments and planned a phaseout of 17 additional K mart stores in 1983, resulting in 
a pretax provision of $44.5 million ($.19 per share after tax) in 1982. 


(C) Acquisitions _ 

On August 9,1984, K mart Corporation completed the acquisition of Walden Book 
Company, Inc. (Waldenbooks) for $300.0 million. Headquartered in Stamford, 
Connecticut, Waldenbooks is the nation’s largest retail bookstore chain. As of 
January 30,1985, Waldenbooks operated 898 stores in all 50 United States. 

On September 27,1984, the company completed the acquisition of Builders Square, 

Inc. (formerly Home Centers of America, Inc.) through a merger with a wholly owned 
subsidiary. The company purchased 100% of the shares of Builders Square for $11.00 per 
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share, aggregating $88.2 million. Based in San Antonio, Texas, Builders Square 
operated 15 home improvement stores in the states of Texas, Illinois and Oklahoma as 
of January 30,1985. 

The acquisitions of Waldenbooks and Builders Square have been accounted for as 
purchases, and accordingly the results of operations have been consolidated with those 
of the company from the respective dates of acquisition. The excess of cost over the fair 
value of net assets acquired approximating $93.9 million related to Waldenbooks and 
$34.1 million related to Builders Square are being amortized on a straight-line basis over 
40 years. Assuming the Waldenbooks and Builders Square acquisitions had occurred at 
the beginning of fiscal 1984 rather than during the third quarter of 1984 at the same 
purchase price, unaudited pro forma consolidated sales, net income and earnings per 
share for 1984 would approximate $21-4 billion, $483.5 million and $3.72, respectively. 
The pro forma financial information assumes adjustments to combined historical results 
of operations for imputed interest on the purchase price, amortization of goodwill and 
the effects of revaluation of assets and liabilities under purchase accounting. Combined 
pro forma amounts for 1983 would not have been materially different from the reported 
amounts because the financing costs of the acquisitions and the amortizations resulting 
from the purchase accounting method largely offset the additional earnings. 

On December 20,1983, K mart Corporation issued 761,840 shares of common stock, 
through a wholly owned subsidiary, for all the common shares of Bishop Buffets, Inc. 
(Bishop). Bishop operates a chain of cafeterias in eight midwestem and western states. 
The acquisition was accounted for as a pooling of interests; however, the financial 
statements were not restated for periods prior to the acquisition due to immateriality. 


(D) Subsequent Event 

On January 13,1985, K mart Corporation and Pay Less Drug Stores Northwest, Inc. 
(Pay Less) executed a definitive merger agreement providing for the acquisition of 
Pay Less through a wholly owned subsidiary of the company. Pursuant to the 
agreement, Pay Less shareholders will receive $27.00 in cash for each of their shares. 
The total value of the transaction will be approximately $500.0 million and will be 
accounted for under the purchase method. Pursuant to a tender offer in February 1985, 
approximately 92% of the outstanding shares of common stock of Pay Less was 
acquired. It is expected that the acquisition will be completed on March 29,1985. 

K mart Corporation will include the results of Pay Less operations in fiscal 1985. 

Pay Less is headquartered in Wilsonville, Oregon and operates a chain of 164 super drug 
stores in Oregon, Washington, California, Idaho and Nevada. 

If the acquisitions of Waldenbooks, Builders Square and Pay Less had all taken place at 
the beginning of fiscal 1984 at the same purchase price, unaudited pro forma 
consolidated sales, net income and earnings per share for 1984 would approximate 
$22.3 billion, $470.0 million and $3.62, respectively. The pro forma financial 
information assumes adjustments to combined historical results of operations for 
imputed interest on the purchase price, amortization of goodwill and the effects of 
revaluation of assets and liabilities under purchase accounting. The pro forma effect on 
1984 earnings per common and common equivalent share by quarter is illustrated in 
Note (R). 
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(E) Merchandise Inventories 

A summary of inventories by method of pricing and the 

excess of current cost over 

stated LIFO value follows: 




January 30, 

January 25, 

(Millions) 

1985 

1984 

Last-in, first-out (cost not in excess of market) 

$4,072.3 

$3,108.0 

Lower of cost (first-in, first-out) or market 

515.5 

473.6 

Total 

$4,587.8 

$3,581.6 

Excess of current cost over stated LIFO value 

$ 507.0 

$ 526.6 

(F) Property and Equipment 



The components of property and equipment are: 


January 30, 

January 25, 

(Millions) 

1985 

1984 

Property owned: 



Land 

$ 54.4 

$ 57-6 

Buildings 

228.0 

174-4 

Leasehold improvements 

395.3 

303.9 

Furniture and fixtures 

2,170.4 

1,738.0 

Construction in progress 

24.5 

57.5 

Property under capital leases 

2,409.3 

2,386.1 


5,281.9 

4,717.5 

Less-accumulated depreciation and amr ' cdon: 



Property owned 

1,100.0 

976.6 

Property under capital leases 

843.1 

767.2 

Total 

$3,338.8 

$2,973.7 


The components of depreciation and amortization expense and capital expenditures are: 


(Millions) 

Property 

Owned 

Capital 

Leases 

Total 

Depreciation and amortization expense: 




1984 

$202.6 

$100.3 

$302.9 

1983 

$ 167.8 

$ 96.7 

$264.5 

1982 

$ 157.4 

$ 93.7 

$251.1 

Capital expenditures: 




1984-Additions 

$621.7 

$ 24.3 

$646.0 

-From acquired companies 

94.0 


94.0 

Total 

$715.7 

$ 24.3 

$740.0 

1983-Additions 

$367.9 

$ 37.8 

$405.7 

-From acquired companies 

10.0 


10.0 

Total 

$377.9 

$ 37.8 

$415.7 

1982-Additions 

$306.4 

$ 85.0 

$391.4 


The owned property of acquired companies includes Waldenbooks and Builders Square 
38 /39 for 1984 and Bishop Buffets for 1983. 
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(G) Equity Company Information 


M eldisco Subsidiaries of Melville Corporation 

All U.S. K mart footwear departments are operated under license agreements with the 
Meldisco subsidiaries of Melville Corporation, substantially all of which are 49% 
owned by the company and 51% owned by Melville. Fees and income earned under the 
license agreements in 1984,1983 and 1982 of $150.1 million, $137.4 million and 
$117.3 million, respectively, are included in licensee fees and rental income. The 
company’s equity in the income of these operations and dividends received in 1984, 
1983 and 1982 were as follows: 


(Millions) 

1984 

"""l983" 

1982 

Equity in income of Meldisco operations 

$ 44.8 

$ 40-2 

$ 31.9 

Dividends 

$ 40.9 

$ 33.3 

$ 26.6 


Meldisco subsidiaries’ summarized financial information follows: 


Year Ended December 31, 


(Millions) 

1984 

1983 

1982 

Net sales 

$932.6 

$848.4 

$759.3 

Gross profit 

$399.6 

$364.9 

$312.1 

Net income 

$ 92.5 

$ 83-1 

$ 66.2 


December 31, | 

(Millions) 

1984 

1983 

1982 

Inventory 

$104.9 

$ 94.9 

$ 90.6 

Other current assets 

101.1 

102.5 

75.6 

Noncurrent assets 

2.1 

2.8 

3.4 

Total assets 

208.1 

200.2 

169.6 

Current liabilities 

42.5 

42.3 

27.1 

Net assets 

$165.6 

$157.9 

$142.5 

Equity of K mart Corporation 

$ 80.1 

$ 76.3 

$ 68.7 


Q. J. Coles & Coy. Limited 

The company has a 20% equity interest in G. J. Coles & Coy. Limited (Coles), the 
major food and general-merchandise retailer in Australia. Income earned under the 
K mart license agreement in 1984,1983 and 1982 of $2.5 million, $2.4 million and 
$2.5 million, respectively, is included in licensee fees and rental income. The 
company’s equity in the income of Coles’ operations, dividends, year-end investment 
in Coles and the market value of Coles common stock owned by the company follows. 
The cumulative effect of translating the company’s equity in the investment 
of Coles as of January 30,1985 and January 25,1984 according to FAS 52 was a 
reduction of $41.4 million and $31.4 million, respectively. 
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(G) Equity Company 

(Millions U.S. $) 

1984 

1983 

1982 

Information continued 

Equity in income 

$ 19.6 

$ 17.2 

$ 21.6 


Dividends 

$ 8.4 

$ 6.7 

$ 7.0 


Equity of K mart Corporation 

$107.5 

$102.8 

$109.2 


Market value of Coles common stock 

$173.6 

$176.9 

$103.4 


Summarized financial information adjusted for conformity with U.S. generally accepted 
accounting principles for Coles’ most recent fiscal years follows. Information presented 
for 1984 and 1983 was translated into U.S. dollars under the principles of FAS 52. 

The 1982 financial statements were translated according to FAS 8. [See Note (A).] 



Fiscal Year Ended 



July 29, 

July 31, 

July 25, 


(Millions U.S. $) 

1984 

1983 

1982 


Net sales 

$4,901.3 

$4,404.7 

$4,423.6 


Net income 

$ 88.8 

$ 73.0 

$ 70.2 







... 

July 29, 

July 31, 

July 25, 


(Millions U.S. $) 

1984 

1983 

1982 


Current assets 

$ 526.6 

$ 471.6 

$ 449.5 


Noncurrent assets 

949.3 

922.6 

974.8 


Total assets 

$1,475.9 

$1,394.2 

$1,424.3 


Current liabilities 

$ 616.6 

$ 533.1 

$ 535.9 


Noncurrent liabilities 

325.9 

340.5 

313.4 


Equity 

533.4 

520.6 

575.0 


Total liabilities and equity 

$1,475.9 

$1,394.2 

$1,424.3 


Kmart Insurance Services, Inc. 





K mart Insurance Services, Inc. summarized financial information follows: 



Year Ended December 31, 


(Millions) 

1984 

1983 

1982 


Premium and other income 

$141.1 

$112.9 

$ 95.7 


Costs and expenses 

134.9 

107.8 

90.8 


Net income 

$ 6.2 

$ 5.1 

$ 4-9 









December 31, 



(Millions) 

1984 

1983 

1982 


Cash and receivables 

$ 22.5 

$ 18.4 

$ 9.2 


Investments 

214.8 

173.9 

160.0 


Policy acquisition costs and other assets 

108.6 

99.6 

80.1 


Total assets 

345.9 

291.9 

249.3 


Policy and claim reserves 

146.4 

136.2 

119.0 


Other liabilities 

26.4 

27.1 

16.0 


Equity of K mart Corporation 

$173.1 

$128.6 

$114.3 


Unremitted earnings of unconsolid" 

•■ed subsidiaries included in consolidated retained 

40/41 

earnings were $128.7 million at January 30,1985. 
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(H) Income Taxes 


Components of income before income taxes follow: 


(Millions) 

1984 

1983 

1982 

U.S. 

$791.0 

$828.3 

$397.8 

Foreign 

29.0 

25.4 

21.1 

Total 

$820.0 

$853.7 

$418.9 

The provision for income 

taxes consists of: 



(Millions) 

1984 

1983 

1982 

Current: 




Federal 

$257.7 

$304.7 

$131.7 

State and local 

49.0 

35.5 

19.6 

Foreign 

Deferred: 

4.8 

4.8 

3.1 

Excess of tax over book 




depreciation 

47.6 

19.3 

24.8 

Lease capitalization 

(13.6) 

(14-2) 

(14.9) 

Store closings provision 



(18.7) 

Other 

(18.4) 

16.4 

16.4 

Total income taxes 

$327.1 

$366.5 

$162.0 


A reconciliation of the company’s effective tax rate to the federal statutory rate follows: 


% of Pretax Income 


(Millions) 

1984 

1983 

1982 

1984 

1983 

1982 

Federal statutory rate 

$377.2 

$392.7 

$192.7 

46.0% 

46.0% 

46.0% 

State and local taxes, net of 
federal tax benefit 

26.5 

19.6 

11.1 

3.2 

2.2 

2.6 

Tax credits 

(48.7) 

(25.6) 

(19.6) 

(5.9) 

(3.0) 

(4.7) 

Equity in income of affiliated retail 
companies subject to lower tax rates 

(23.6) 

(23.3) 

(21.8) 

(2.9) 

(2.7) 

(5.2) 

Other 

(4.3) 

3.! 

(-4) 

(.5) 

.4 


Total income taxes 

$327.1 

$366.5 

$162.0 

39.9% 

42.9% 

3&7% 


The amounts shown on the balance sheets for deferred income taxes result principally 
from the difference between financial statement and income tax depreciation, reduced 
by the effect of accounting for certain leases as capital leases of $138.2 million at 
January 30, 1985 and $125.6 million at January 25,1984- At January 30,1985, the net 
amount of current deferred taxes included in operating supplies and prepaid expenses 
was $3.4 million, which related primarily to the current portion of property taxes and 
uninsured claims offset by timing differences arising from LIFO and layaways. At 
January 25,1984, the net amount of current deferred taxes of $8.6 million, included in 
income taxes payable, relates principally to LIFO, layaways and the timing difference in 
certain taxes. 

Undistributed earnings of consolidated subsidiaries, which are intended to be perma¬ 
nently reinvested, totaled $192.3 million at January 30,1985. 
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(I) Long-Term Debt 


(Millions) 

January 30, 
1985 

January 25, 
1984 

6% convertible subordinated debentures due 1999 

978 % notes due 1985 (net of unamortized discount of 

$ 188.3 

$ 199.3 

$. 1 million and $.4 million, respectively) 

199.9 

199.6 

Commercial paper and notes payable to banks 

700.0 

300.0 

Other 

20.6 

15.5 


1,108.8 

714.4 

Portion due within one year 

_L9 

3.2 

Long-term debt 

$1,106.9 

$ 711.2 


The debentures due 1999 are convertible into common stock at $35.50 per share. The 
indenture relating to the debentures provides that the company shall pay $11.0 million 
into a sinking fund on July 15 each year from 1985 to 1998, inclusive. The debentures 
are subject to redemption through the sinking fund at 100% of the principal amount, or 
at any time at the option of the company at prices declining from 106% to 100% of the 
principal amount after July 15,1994- During fiscal 1984, the company purchased 
$11.0 million principal amount of debentures in order to satisfy the July 1985 sinking 
fund requirements. At January 30,1985, a total of 5,304,629 shares of authorized 
common stock are reserved for conversion. 

The 9%% notes are unsecured obligations of the company due July 15,1985 and 
may be redeemed at a redemption price equal to 100% of the principal amount plus 
accrued interest. 

The company has entered into revolving credit agreements with various banks in the 
aggregate amount of $950.0 million as of the year ended January 30,1985, of which 
$300.0 million had been in effect as of the year ended January 25,1984. The 
agreements, which are for terms of either three or five years, provide for borrowings at 
an interest rate based on the prime rate, “CD-based rate” or “LIBOR-based rate” at 
the company’s election. The revolving credit agreements contain certain restrictive 
provisions regarding the maintenance of net worth, working capital, coverage ratios and 
payment of cash dividends. At January 30,1985, $1,111.7 million of consolidated 
retained earnings were free of such restrictions. 

During March 1985, K mart Corporation completed three debt offerings. The company 
issued $250.0 million of 12%% sinking fund debentures due March 1, 2015. The 
debentures will be redeemable at 100% of the principal amount through annual sinking 
fund payments on March 1,1996 through 2014 of not less than $12.5 million nor more 
than $37.5 million. Prior to March 1,1995, the company may not redeem any 
debentures from or in anticipation of borrowed funds having an interest cost to the 
company of less than 12.78% per year. The debentures are otherwise redeemable in 
whole or in part, at any time at the option of the company at prices declining from 
112.5% to 100% of the principal amount. The company issued $150.0 million of 12%% 
notes due March 1,1995. The notes are not redeemable prior to maturity. The company 
issued $100.0 million of 12%% debentures due March 1, 2005. The debentures are not 
redeemable prior to maturity. Interest is payable semi-annually beginning September 1, 
1985 with respect to each of these issues. 
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At January 30,1985, the revolving credit agreements and portions of the subsequent 
debt offerings, which have been or will be used to refinance current amounts 
outstanding, support $700.0 million of commercial paper and the $200.0 million 9%% 
notes due July 15,1985. These amounts have been classified as long-term debt based on 
the company’s intention to maintain at least that amount of similar debt outstanding 
during fiscal 1985. At January 25,1984, the revolving credit agreements support 
$300.0 million of commercial paper and notes payable to banks classified as 
long-term debt. 

Principal payments on long-term debt (excluding $900.0 million in commercial paper 
and notes payable classified as long-term debt for 1984) for the five years subsequent to 
1984, in millions, are: 1985-$1.9; 1986-$15.4; 1987-$11.9; 1988-$11.4; 1989-$11.4. 

(J) Compensating Balances and Current Notes Payable_ 


At January 30,1985, the company had bank lines of credit aggregating $764.1 million 
with interest rates approximating the “prime” lending rate. In support of certain lines of 
credit, it is expected that compensating balances will be maintained on deposit with the 
banks, which will average 10% of the line to the extent that it is not in use and an 
additional 10% on the portion in use, whereas other lines require fees in lieu of 
compensating balances. The company is free to withdraw the entire balance from its 
accounts at any time. 

At January 30,1985, notes payable included $213.1 million of the company’s 
commercial paper (weighted average interest rate 8.1%) and $21.8 million of notes 
payable to banks (weighted average interest rate 7.7%). 


(K) Leases 


Description of Leasing Arrangements: The company conducts operations primarily in 
leased facilities. K mart store leases are generally for terms of 25 years with multiple five- 
year renewal options which allow the company the option to extend the life of the lease 
up to 50 years beyond the initial noncancellable term. Certain leases provide for 
additional rental payments based on a percent of sales in excess of a specified base. 

Also, certain leases provide for the payment by the lessee of executory costs (taxes, 
maintenance and insurance), and some selling space has been sublet to other retailers 
in certain of the company’s leased facilities. 
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(K) Leases continued 
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Lease Commitments: Future minimum lease payments with respect to capital and 
operating leases are: 



Minimum 


Lease Payments 

(MilUons) 

Capital Operating 


Fiscal Year: 



1985 

$ 342.2 

$ 266.8 

1986 

336.4 

263.4 

1987 

330.2 

258.2 

1988 

325.4 

249.2 

1989 

319.1 

239.9 

Later years 

3,910.9 

2,508.5 

Total minimum lease payments 

5,564.2 

3,786.0 

Less-minimum sublease rental income 


(177.2) 

Net minimum lease payments 

5,564.2 

$ 3,608.8 

Less: 



Estimated executory costs 

(1,527.0) 


Amount representing interest 

(2,183.0) 


Obligations under capital leases, of which 



$74.1 is due within one year 

$ 1,854.2 



The company has guaranteed indebtedness related to certain leased properties financed 
by industrial revenue bonds. As of January 30,1985, the total amount of such 
guaranteed indebtedness is $274.0 million, of which $117.7 million is included 
in capital lease obligations. 


Rental Expense: A summary of operating lease rental expense and short-term rentals follows: 


(MilUons) 

1984 

1983 

1982 

Minimum rentals 

$260.3 

$227.5 

$202.2 

Percentage rentals 

49.5 

38.4 

32.2 

Less-sublease rentals 

(36.5) 

(35.5) 

(33.5) 

Total 

$273.3 

$230.4 

$200.9 


Reconciliation of Capital Lease Information: The impact of recording amortization and 
interest expense versus rent expense on capital leases is as follows: 


(Millions) 

1984 

1983 

1982 

Amortization of capital lease property 

$100.3 

$ 96.7 

$ 93.7 

Interest expense related to obligations 




under capital leases 

193.5 

189.0 

176.5 

Amounts charged to earnings 

293.8 

285.7 

270.2 

Related minimum lease payments net of 




executory costs 

(264.3) 

(255.1) 

(239.4) 

Excess of amounts charged over related 




minimum lease payments 

$ 29.5 

$ 30.6 

$ 30.8 
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Related minimum lease payments above exclude executory costs for 1984,1983 and 
1982 in the amounts of $80.0 million, $76.7 million and $73.6 million, respectively. 

In 1984 and 1983, there were no currency gains or losses recognized from the inclusion 
of capital leases for foreign operations due to the adoption of FAS 52. The inclusion of 
capital leases of foreign operations increased currency fluctuation gains by $3.0 million 
in 1982. [See Note (A).] 

(L) Segment and Geographic Information 


The dominant portion of the company’s operations is in a single industry, retailing 
general merchandise through the operation of a chain of discount department stores. 


The company has both domestic and foreign operations, which are summarized as follows: 


(Millions U.S, Si 

1984 

1983 

1982 

Sales: 




U.S. 

$20,329.0 

$17,785.7 

$16,007.1 

Canada 

766.9 

812.2 

765.1 

Total 

$21,095.9 

$18,597.9 

$16,772.2 

Licensee fees and other income: 




U.S. 

$ 279.4 

$ 258.1 

$ 240.9 

Canada 

4.5 

3.3 

3.7 

Australia 

22.1 

19.6 

24-0 

Total 

$ 306.0 

$ 281.0 

$ 268.6 

Income from retail operations: 




U.S. 

$ 462.4 

$ 459.7 

$ 229.2 

Canada 

9.8 

9.4 

4.5 

Australia 

20.7 

18.1 

23.2 


492.9 

487.2 

256.9 

Equity in income of insurance operations 

6.2 

5.1 

4.9 

Net income for the year 

$ 499.1 

$ 492.3 

$ 261.8 

Identifiable assets: 




U.S. 

$ 8,499.1 

$ 7,497.6 

$ 6,642.0 

Canada 

370.4 

345.1 

371.1 


8,869.5 

7,842.7 

7,013.1 

Investments in and advances to: 

Affiliated retail companies- 




U.S. 

80.3 

76.3 

68.7 

Australia 

107.5 

102.8 

109.2 

Mexico 

31.4 

32.7 

38.4 

Insurance operations 

173.1 

128.6 

114.3 

Total assets 

$ 9,261.8 

$ 8,183.1 

$ 7,343.7 


Operating results of certain foreign operations, which are not significant, are included 
in U.S. amounts. 
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(L) Segment and The company’s equity in income of G. J. Coles & Coy. Limited (Coles) of Australia 

Qeographic Information an d li cense fees from Coles are included under the caption “Licensee fees and other 
contnwed income.” [See Note (G).] 

In 1984 and 1983, due primarily to the adoption of FAS 52, currency gains or losses 
included in income from retail operations were insignificant. [See Note (A).] Currency 
fluctuations, which are included in income from retail operations for 1982, reflect the 
effect of exchange rate changes recognized when financial statements of foreign 
operations are translated into U.S. dollars. Currency fluctuations, including net 
amounts reported in Australian and Mexican equity income, consisted of a 
$3.7 million gain in 1982. 

Identifiable assets are those assets of the company that are identified with operations in 
a specific geographic area. Corporate assets (assets used by two or rpore geographic 
operations) and transfers between geographic areas are insignificant. 

(M) Earnings Per Common and Common Equivalent Share 


Earnings per common and common equivalent share were computed by dividing net 
income by the weighted average number of shares of common stock and dilutive 
common stock equivalents outstanding during each year. Common shares at the 
beginning of each year were increased by the number of shares issuable on conversion of 
the 6% convertible debentures (issued in 1974), and net income was adjusted for 
interest expense net of the related tax effect. The number of common shares was 
increased by the number of shares issuable under the Stock Purchase Incentive Plan 
(1982 only) and the Stock Option Plans, less the number of shares that were assumed to 
have been purchased at average market prices with the proceeds of sales under the 
plans. The shares issued in 1983 for the pooling of interests with Bishop Buffets, Inc. 
were not assumed to be outstanding prior to the date of acquisition because net income 
prior to date of acquisition was not restated due to immateriality. [See Note (C). j 


(N) Pension Plans 


The company and its subsidiaries have noncontributory pension plans covering most 
employees. Total pension expense was $49.4 million for 1984, $42.2 million for 1983 
and $42.7 million for 1982. The increase in pension expense for 1984 compared with 
1983 resulted from a benefit improvement and elimination of a prior credit balance in 
the funding standard account, partially offset by favorable investment performance. In 
1983 the effect of a change in the assumed rate of employee turnover, based on the 
company’s actual experience, decreased total pension expense for 1983 by $6.0 million. 
The effect of the change was offset by a general increase in total pension costs in 1983. 
The company’s policies are to fund pension costs accrued and to amortize prior service 
costs principally over 30 years. 


46/47 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 





A comparison of accumulated benefits and net assets for the company’s principal 
pension plan as of the two most recent valuation dates follows: 


(Millions) 

January 25, 
1984 

January 26, 
1983 

Actuarial present value of accumulated pian benefits: 

Vested 

$318.3 

$269.8 

Nonvested 

87.6 

82.2 

Total 

$405.9 

$352.0 

Net assets available for benefits 

$574.0 

$475.4 


The weighted average assumed rate of return used in determining the actuarial value of 
accumulated plan benefits was 7.0% for both years. 

(O) Employees’ Savings Plan_ 


The Employees’ Savings Plan (the Savings Plan), which commenced July 1,1982, 
provides that employees of the company and certain subsidiaries who have completed 
two “Years of Service” can invest from 2% to 12% of their earnings in the employee’s 
choice of a diversified common stock fund, an insured guaranteed investment fund or a 
K mart common stock fund. For each dollar the employee invests up to 6% of his or her 
earnings, the company will contribute an additional 50 cents which is invested in the 
K mart common stock fund. 

Contributions for the K mart common stock fund may be remitted to the Trustee in 
cash or in the form of company common stock. Contributions remitted to the Trustee 
in cash-may be used to acquire K mart common stock pursuant to market purchases or 
directly from the company by subscription or purchase. 

As of September 1,1983, 2,000,000 shares of K mart common stock were made 
available for issuance or sale to the Trustee, and as of January 30,1985,1,223,391 shares 
remained available. The company’s expense related to the Savings Plan was $29.7 mil¬ 
lion for 1984, $25.5 million for 1983 and $13.2 million for a partial year in 1982. 

Effective October 1,1983, the company added a Payroll-Based Stock Ownership Plan 
(PAYSOP). Under the PAYSOP provisions, the company makes an additional annual 
contribution for all eligible employees to be invested in the K mart common stock fund, 
equal to V 2 % of each participant’s compensation paid in fiscal 1984 and 1983. The 
company receives a direct income tax credit for the full amount of the PAYSOP 
contribution. 
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(P) Stock Option Plans 


Under the company’s 1973 Stock Option Plan (the 1973 Plan), as most recently 
amended in 1982, options to acquire up to 4,000,000 shares of common stock may be 
granted to officers and key employees at no less than 100% of the fair market value on 
the date of grant. 

Options under the 1973 Plan may have a maximum term of ten years and are exercis¬ 
able two years after the date of grant, except that the two-year limitation does not apply 
if employment terminates due to total and permanent disability or death. Payment 
upon exercise of an option may be made in cash, already-owned shares or a combination 
of both. Such shares will be valued at their fair market value as of the date of exercise. 

The 1973 Plan provides for stock appreciation rights (SARs) in tandem with 
nonqualified stock options for officers and eligible directors who are limited under the 
Securities Exchange Act of 1934 in dealing with shares of the company’s stock. Such an 
optionee may request that the Compensation and Incentives Committee permit the 
optionee to surrender all or part of an exercisable option in return for stock, cash or a 
combination of both equal to any appreciation in the value of the surrendered shares 
over the option price. Compensation expense of $4.0 million in 1984, $2.2 million in 
1983 and $.8 million in 1982 was recorded for the excess of the market price of the 
option over the grant price. 

Under the terms of the 1981 Incentive Stock Option Plan (the 1981 Plan), options to 
acquire up to 5,000,000 shares of common stock may be granted to officers and other 
key employees of the company at no less than 100% of the fair market value on the date 
of grant. Options under the 1981 Plan are intended to be incentive stock options (ISOs) 
pursuant to Section 422A of the Internal Revenue Code. Such options may have a 
maximum term of ten years and are exercisable two years after the date of grant, except 
that an ISO may not be exercised by an optionee who has a prior ISO outstanding. 
Payment upon exercise of an option may be made in cash, already-owned shares or a 
combination of both. Such shares will be valued at their fair market value as of the date 
of exercise. SARs do not apply to ISOs under the 1981 Plan. 


Pertinent information covering the plans follows: 


1984 

1983 


Number 
of Shares 

Option Price 
Per Share 

Number 
of Shares 

Option Price 
Per Share 

Outstanding at beginning of year 
Granted 

Exercised 

Cancelled 

3,159,390 

1,599,500 

(281,967) 

(152,166) 

$19.31-$35.75 
29.69- 34.63 
19.31- 34.94 
19.31- 34.94 

2,854,400 

1,235,300 

(472,925) 

(457,385) 

$19.31-$37.63 
32.81- 35.75 
19.31- 34.94 
19.31- 37.63 

Outstanding at end of year 

4,324,757 

19.31- 35.75 

3,159,390 

19.31- 35.75 

Exercisable at end of year 

1,556,957 

$19.3i-$34.94 

1,948,490 

$ 19.31 -$34.94 

Available for grant at end of year 

3,904,823 


5,353,070 
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(Q) Contingent Obligations 


On January 29, 1982, Astra, S.A. (Astra), the company’s Mexican retail affiliate, made 
a public offering of long-term debt in the principal amount of $100.0 million to finance 
the acquisition of land and the construction and fixturing of new Astra discount 
department and food stores in Mexico. The 16%% notes due 1992 are unconditionally 
guaranteed by K mart Corporation. The company has additionally guaranteed a bank 
loan of $12.0 million. 

The company and G. J. Coles & Coy. Limited (Coles) have guaranteed indebtedness 
related to certain properties in Australia on a joint and several basis. Coles subsequently 
indemnified K mart Corporation from any liability incurred pursuant to its guarantees. 
As of January 30,1985, the amount guaranteed was $30.0 million. 

(R) Quarterly Financial Information (Unaudited)_ 


Each of the quarters includes 13 weeks, except for the fourth quarter of 1984, which 
includes 14 weeks. 


(Millions, except per-share data) 


Quarter j 

1984 

First 

Second 

Third 

Fourth 

Gross revenue 

$4,223.5 

$5,114.3 

$5,052.1 

$6,972.3 

Cost of merchandise sold 

2,972.3 

3,595.6 

3,592.4 

5,099.5 

Net income 

58.0 

144.4 

92.4 

204.3 

Earnings per common and common 





equivalent share 

.45 

1.11 

.71 

1.57 

Pro forma earnings per common and 





common equivalent share' 

.35 

1.02 

.67 

1.58 


Quarter j 

1983 

First 

Second 

Third 

Fourth 

Gross revenue 

$3,977.8 

$4,736.6 

$4,385.9 

$5,740.7 

Cost of merchandise sold 

2,851 8 

3,391.9 

3,120.8 

4,082.9 

Net income 

446 

117.7 

81.4 

248.6 

Earnings per common and common 





equivalent share 

.35 

.91 

.63 

1.91 


' Pro forma earnings per share includes the acquisitions of Waldenbooks, Builders Square and Pay Less 
as if they had been effective at the beginning of fiscal 1984. [See Notes (C) and (D).] 


Cost of merchandise sold was calculated during each 
interim period utilizing estimated gross profit rates, 
including an estimate of inflation in the prices of 
merchandise purchased during the year. If the results of 
the physical inventory and the annual rate of inflation 
determined by using the Bureau of Labor Statistics 
Department Store Index had been known on a quar¬ 
terly basis, income before estimated income taxes 
would have been increased (decreased) as shown: 


( Millions) j 

Quarter 

1984 

1983 

First 

$10.6 

$2.9 

Second 

8.3 

2.4 

Third 

(1.1) 

2.4 

Fourth 

(17.8) 

(7.7) 
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Impact of Inflation (Unaudited) 

Under generally accepted accounting principles, the financial statements of K mart 
Corporation have been prepared on a historical cost basis. Under Financial Accounting 
Standards No. 33 (FAS 33), “Financial Reporting and Changing Prices” as amended by 
FAS 70, adjustments have been made for inflation under the current cost method, 
which attempts to provide reasonable approximations of changes in specific prices of 
goods and services. Under the guidelines of FAS 33, only cost of merchandise sold and 
depreciation and amortization expense are required to be adjusted, since these items are 
thought to be most affected by inflation. 

K mart Corporation, like most nonfood retailers, uses the last-in, first-out (LIFO) 
method of inventory valuation in its historical financial statements. Thus, cost of 
merchandise sold valued on the LIFO method approximated current cost. For purposes 
of FAS 33 disclosure, LIFO cost of merchandise sold was estimated for the small portion 
of inventory not valued under the LIFO method. 

Depreciation and amortization expense for owned and leased properties in 1984 was 
$423.1 million on a current cost basis, compared with $302.9 million in the historical 
financial statements. Current cost depreciation is calculated using a combination of 
average costs and building indexes for owned and leased assets. As a result of the 
company’s experience with the application of FAS 33, the methodology for computing 
current cost amortization of leased properties was changed in 1984 and prior years have 
been restated for conformity. 

In accordance with FAS 33, income tax expense remains the same for current cost 
accounting as that reported in the historical financial statements. This is because 
present tax laws do not allow deductions for additional cost of merchandise sold and 
depreciation expense resulting from the effects of inflation. As a result, the effective tax 
rate for 1984 rises from 39.9% on a historical cost basis to 47.1% on a current cost basis. 

A “purchasing power gain” is created where monetary liabilities (such as capital lease 
obligations and long-term debt) exceed monetary assets (cash, receivables, etc.). This 
net monetary liability position results in a gain in purchasing power since the obligation 
will presumably be settled in dollars of lower value. Such a gain does not represent 
earnings or funds available for dividends. 

The current cost method involves the use of assumptions, approximations and 
estimates. Thus, this method should be viewed in this context and not as a precise 
indicator of the effects of inflation on K mart Corporation. 
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Statements of Income Adjusted for Changing Prices 


Fiscal Year Ended January 30,1985 


(Millions) 

As Reported in 
the Primary 
Financial 
Statements 

Adjusted for 
Changes in 
Specific Prices 
! (Current Cost) 

Sales and other income 

$21,362.2 

$21,362.2 

Cost of merchandise sold 

15,125.3 

15,130.6 

Depreciation and amortization 

302.9 

423.1 

Other costs and expenses 

5,114.0 

5,114.0 

Income before income taxes 

820.0 

694.5 

Income taxes 

327.1 

327.1 

Net income (includes $6.2 equity income of insurance operations) 

$ 499.1 

$ 373.6 

Effective tax rate 

39.9% 

47.1% 

Unrealized gain from decline in purchasing power of net amounts owed 

Increase in general price level (constant dollar) 

Increase in specific prices (current cost) of merchandise inventories, 
property owned and leased 

Excess of increase in general price level over increase in specific prices 


$ 160.3 

$ 317.5 

54.1 

$ 263.4 


Five-Year Comparison of Selected Supplementary Financial Data Adjusted for Effects of Changing Prices 
(Millions, except per-share amounts, of average fiscal 1984 dollars) 


1984 

Net sales and other operating revenue 


(in constant dollars) 

$21,362.2 

Current Cost: 


Net income 

$ 373.6 

Earnings per share 

$ 2.89 

Net assets 

$ 5,207.3 

Excess of increase (decrease) in general 


price level over increase in specific prices 

$ 263.4 


Gain from decline in purchasing power 


of net amounts owed 

Other data (in constant dollars): 

$ 

160.3 

Cash dividends declared per share 

$ 

1.24 

Market price per share at year end 

$ 

39 

Average Consumer Price Index 


312.0 


1983 

1982 

1981 

1980 

$19,633.9 

$18,274.7 

$19,028.3 

$18,011.1 

$ 368.2 

$ 2.81 
$ 5,181.3 

$ 152.9 

$ 1.18 
$ 4,818.5 

$ 101.7 
$ .79 
$ 4,826.3 

$ 213.6 

$ 1.66 
$ 4,977.5 

$ (136.2) 

$ 55.1 

$ (228.9) 

$ 272.9 

$ 171.8 

$ 160.6 

$ 341.2 

$ 452.6 

$ 1.13 j 

$ 32 

299.4 

$ 1.07 

$ 28 
290.0 

$ 1.09 

$ 17 

274.2 

$ 1.15 

$ 21 
249.1 


Amounts presented in the above table were converted to average fiscal 1984 dollars as measured by the CPI-U. 

At January 30,1985, current cost of merchandise inventories was $5,094.8, current cost of property owned (net of 
accumulated depreciation) was $2,129.4 and current cost of leased property under capital leases (net of accumulated 
amortization) was $2,606.5. 
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